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TO  THE  PEOPLE  OF  MONTANA: 

The  1983  Legislature  gave  the  Montana  Economic  Development  Board  the  following 
charge: 

17-6-323,  Report  of  potential  uses  of  Coal  Tax  Trust  Fund.   The  Board 
shall  prepare  for  each  regular  session  of  the  Legislature  a  report  on 
potential  uses  of  the  Coal  Tax  Trust  Fund  to  develop  a  stable,  strong, 
and  diversified  Montana  economy  that  meets  the  needs  of  present  and 
future  generations  of  Montanans  while  maintaining  and  improving  a  clean 
and  healthful  environment  as  required  by  Article  IX,  Section  1,  of  the 
Montana  Constitution. 

In  response,  the  Board  issued  a  request  for  proposals,  seeking  a  contractor  to: 

*  Prepare  an  explanation  of  the  purpose  and  nature  of  severance 
tax  trust  funds  in  Montana  and  in  other  states  and  Canadian 
Provinces; 

*  Identify  the  means  by  which  the  principal  and  interest  on  Montana's 
permanent  Coal  Tax  Trust  Fund  and  related  trusts  are  being  used  for 
economic  development  purposes; 

*  Identify,  explain,  and  evaluate  possible  appropriate  uses  of  the 
interest  earned  on  investment  of  such  trust  funds  to  further  the 
state's  economic  development  efforts; 

*  Analyze  losses  in  the  trust's  purchasing  power  which  have  resulted 
from  inflation  and  other  factors,  and  assess  how  such  losses  could 
be  minimized  or  mitigated;  and 

*  Describe  and  compare  innovation  development  finance  programs  and 
techniques  being  used  by  other  states  and  Provinces  and  evaluate 
the  potential  for  successful  and  effective  use  in  Montana  of  such 
programs  and  techniques. 
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After  reviewing  and  evaluating  the  seven  proposals  received,  the  Board 
selected  Sunrift  Associates  of  Bigfork,  Montana,  to  prepare  the  report.   The 
resulting  report,  together  with  an  Executive  Summary,  is  attached.   The  Board 
has  thoroughly  reviewed  the  findings  and  is  transmitting  them  to  you  for 
your  consideration.   We  do  believe  that  the  following  four  key  issues  require 
further  in-depth  study  and  discussion  by  the  Legislative  and  Executive 
Branches,  and  the  People  of  Montana. 

*  In  the  five  years  from  1978-1983  the  initial  deposits  to  the 
permanent  Coal  Tax  Trust  Fund  lost  39.4%  of  its  purchasing  power, 
as  measured  by  the  Consumer  Price  Index  for  all  items  (CP  I-U) . 
If  inflation  continues  as  estimated  by  Chase  Econometrics,  by 

the  year  2000  the  initial  $6.2  million  deposit  would  be  worth  only 
$1 ,684jO00. This  steady  erosion  of  the  value  of  the  Trust  has  been 
obscured  by  the  tremendous  growth  in  annual  tax  deposits  into  the 
Trust,  which  have  increased  its  nominal  value  substantially.   But 
the  same  erosion  of  purchasing  value  is  occurring  for  all  annual 
deposits  to  the  fund  although  the  real  long-term  impact  is  obscured 
because  less  time  has  passed.   The  net  result  is  a  two-fold  loss 
to  the  state:   Future  generations  will  inherit  from  us  a  Trust  vastly 
reduced  in  its  ability  to  meet  their  needs,  and  present  Trust 
interest  earnings,  which  flow  into  the  Ceneral  Fund,  are  less  in  real 
terms  than  they  could  be.   If  the  basic  purpose  of  the  Trust  is  to 
benefit  those  future  generations,  then  due  to  real  and  potential  loss 
of  the  purchasing  value  of  the  Trust  under  the  present  investment 
policies,  there  is  serious  doubt  about  its  ability  to  benefit  future 
generations. 

*  The  1981  Legislature  made  an  initial  effort  to  stem  the  decline  of 
the  Trust  by  directing  that  15  percent  of  interest  earnings  be  added 

^        to  the  principal.   An  increasing  share  of  those  amounts,  however, 
will  be  needed  to  offset  water  development  bond  repayment  short- 
falls.  Coupled  with  the  effect  of  inflation,  the  trend  will  continue 
to  cause  Trust  value  to  decline,  albeit  at  a  somewhat  slower  rate 
than  presently.   If  the  full  potential  of  the  Trust  is  to  be 
realized,  other  management  options  need  to  be  carefully  considered. 
These  include,  but  are  not  limited  to:   permitting  equity  investments 
with  Trust  funds,  retaining  a  larger  percentage  of  interest  earnings 
in  the  Trust,  and  adopting  a  different  method  of  dealing  with  capital 
gains  on  investments. 

*  'The  in-state  investment  program  approved  by  the  voters  in  1982  and 

the  Legislature  in  1983  was  intended  to  provide  future  generations 
with  a  Montana  economy  strengthened  through  investments  in  basic 
businesses.   Increased  use  of  the  Trust  Fund  to  make  investments 
in  Montana's  economy  is  an  appropriate  issue  for  further  consideration 
by  the  Legislature  and  people  of  Montana. 

*  Although  the  Trust  is  generally  inviolate,  its  Constitutional 
creators  clearly  anticipated  that  there  might  be  times  and 
circumstances  in  which  the  appropriation  of  a  portion  of  the 
principal  would  be  in  the  best  interests  of  the  beneficiaries. 
In  recognition  of  this  possibility  they  gave  the  Legislature  the 
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power  to  make  such  appropriation  by  a  3/4  affirmative  vote  in  both 
houses.   Left  undefined,  however,  were  the  criteria  that  should  be 
used  in  making  that  critical  determination  on  behalf  of  the  benefici- 
aries.  We  believe  that  an  effort  should  be  made  now  to  identify  and 
adopt  appropriate  creteria,  and  that  in  addition  a  more  deliberative 
process  be  established  through  which  all  proposals  for  use  of  Trust 
principal  would  be  reviewed  and  evaluated. 

*  The  Coal  Tax  Trust  Fund  has  been  undergoing  an  evolutionary  develop- 
ment in  terms  of  its  role  and  function  both  in  the  present  and  for 
the  future.   Initially  it  was  a  savings  device,  to  store  up 
financial  resources  for  later  generations  of  Montanans.   Then,  as 
the  Trust  grew,  so  did  its  ability  to  produce  additional  revenue  for 
current  state  government  expenditures.   The  earnings  function  became 
increasingly  important.   Finally,  we  have  come  to  the  point  where 

we  see  the  Trust's  capability  to  produce  positive  change  and  economic 
development  through  investment  of  a  portion  in  Montana. 

Because  of  our  responsibilities  for  future  generations  to  be  true  custodians 
and  trustees  of  the  Coal  Tax  Trust,  because  of  the  tremendous  potential  for 
the  Trust  to  provide  economic  benefit  to  present  and  future  generations,  and 
because  of  the  real  possibility  that  we  are  not  maximizing  the  true  potential 
of  the  Trust,  the  Montana  Economic  Development  Board  recommends: 

*  The  Legislature  should  commission  a  public  discussion  of  the 
management  and  use  of  the  Coal  Tax  Trust  Fund. 

*  The  public  process  should  include  publication  of  basic  infor- 
mation on  the  Trust  for  distribution  to  the  public.   The 
information  should  include  options  for  its  use  and  management.   Public 
meetings  and  hearings  should  be  held  in  each  Judicial  District  of 

the  State. 

*  A  report  containing  results  of  these  meetings  with  recommendations 
should  be  submitted  to  the  1987  Legislature. 

*  The  responsibility  for  organizing  the  public  discussion  process 
and  development  of  options  and  recommendations  could  be  assigned  to 
the  Montana  Economic  Development  Board  or  a  special  citizen  commission 
created  by  the  Legislature. 

It  was  with  remarkable  foresight  and  commitment  that  the  people  of  Montana 
in  1976  created  the  permanent  Coal  Tax  Trust  Fund  and  in  1982  voted  to 
establish  that  the  intent  of  the  permanent  Trust  Fund  was  to: 

1.  compensate  future  generations  for  the  loss  of  a  valuable 
and  depletable  resource  and  to  meet  any  economic,  social 
and  environmental  impacts  caused  by  coal  development  not 
otherwise  provided  for  by  other  coal  tax  sources;  and 

2.  develop  a  stable,  strong  and  diversified  economy  which 
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meets  the  needs  of  Montana  residents  both  now  and  in  the 
future  while  maintaining  and  improving  a  clean  and  healthful 
environment  as  required   by  Article  IX,  Section  1  of  the 
Montana  Constitution. 

Now  it  is  the  responsibility  of  today's  citizens  to  begin  the  process  of 

determining  how  the  Trust  should  be  prudently  managed  to  achieve  its 

purposes  and  provide  maximum  benefit  to  both  the  present  and  future  generations, 

Sincerely, 


D.  PATRICK  MCKITT 
CHAIRMAN 


DPM/awc 
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EXEXUTIVE  SUMVIARY 

The  major  conclusion  of  this  study  is  that  if  Montana's  permanent  coal 
tax  trust  fund  is  to  achieve  its  statutory  purposes,  it  must  be  managed 
in  the  future  more  aqcjrossivo] y  than  it  has  been  in  the  past,  and  repre- 
sentatives of  the  trust's  beneficiaries  should  be  given  a  substantive  role 
in  that  management  process.  The  need  for  a  more  active  trijsteeship  is 
brought  eibout  by  two  inter-related  conditions:  (1)  there  has  been  a  large 
decrease  in  the  purchasing  power  of  deposits  made  to  the  trust's  principal 
(larqely  resulting  from  inflation) ;  and  (2)  the  amount  of  trust  interest 
and  income  redeposited  in  the  trust  has  not  been  sufficient  to  offset 
the  inflation-caused  losses.  Trust  earnings,  meanvdiile,  now  conprise  a 
significant  portion  of  general  fund  revenues,  and  any  re-direction  of 
those  earnings  (back  into  the  trust,  for  instance)  could  have  a  negative 
effect  on  current  general  government  operations.  Finally,  statutory  and 
constitutional  restrictions  on  tmst  investing  (particularly  the  prohibition 
of  the  purchase  of  ecfuity  instruments)  limit  the  earning  pcwer  of  the  trust 
and  may   hamper  trustees"  efforts  to  manage  the  trust  more  effectively  for 
economic  development  purposes. 

Chapter  I  of  the  report  examines  Oic  historical  and  philosopliical  background 
of  severance  tax-hesed  trusts,  and  identifies  some  of  the  critical  issues 
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regarding  their  monagonent  and  use.  Severance  taxes  theinselves  are  levied 
for  a  variety  of  purposes: 

(1)  to  internalize  into  the  price  of  the  extracted  resource  sore 

of  the  externalized  costs  of  production  associated  with  extraction  of  the 
resource; 

(2)  to  influence  the  rate  of  use  or  development  of  a  given  resource; 

(3)  to  capture  the  economic  rent  (the  extra  price  charged  by  pro- 
ducers and  paid  by  consumers  that  reflects  the  finiteness  or  relative 
scarcity  of  the  product)  associated  with  nonrenewable  resource  extraction;  or 

(4)  to  corpensate  for  the  loss  of  a  natural  heritage. 

When  the  Montana  permanent  coal  tax  trust  fund  was  established  by  the  leqis- 
lature  and  the  voters  in  1975,  it  was  intended  iiHinly  to  save  money,  to  keep 
a  portion  of  tax  revenues  out  of  the  hands  of  politicians  (hcuvever  well- 
intentioned)  and  to  transmit  the  accumulated  savings  forward  to  sorne   un- 
defined "future  generations".  In  addition,  by  resisting  the  temptation  to 
spend  the  coal  tax  revenues  as  they  came  in,  the  creators  of  the  trust  were 
holding  down  government  expenditures,  thereby  not  creating  long-term  programs 
and  expectations  that,  when  the  coal  ran  out,  would  have  to  be  abandoned  or 
financed  through  higher  taxes  on  other  items.  Finally,  the  trust  was  an 
emergency  fund  that  could  be  drawn  upon  some  time  in  the  future  when  the 
state  faced  such  a  compelling  need  that  a  three-quarters  vote  of  both  houses 
of  the  legislature  could  be  mustered  in  favor  of  using  the  trust  to  meet 
that  need. 

As  deposits  continued  to  flow  into  the  trust,  it  grew  considerably  in  size, 
and  its  earning  capability  grew  likewise.  By  1983  coal  trust  investment 


-E3- 
eaminqs  were  providing  5.6%  of  total  general  fund  revenues,  up  from  .001% 
caily  five  years  before.  The  only  larger  sources  were  the  individual  income 
•tax  (30.2%),  the  oil  production  license  tax  (13.6%),  and  the  corporate  license 
tax  (6,4%),   Increasingly,  the  trust  came  to  be  valued  for  its  earning 
capacity,  its  ability  to  support  general  government  activities  for  the  current 
generation. 

As  the  earnings  function  gained  in  inportance,  concern  was  raised  about  the 
diminishing  power  of  trust  deposits,  and   in  1981  two  steps  were  taken  toward 
shoring  up  that  power.  First,  tlie  legislature  amended  the  general  provisions 
of  the  state's  unified  investment  program  to  direct  the  program's  administra- 
tors to  consider  the  "preservation  of  purchasing  power  of  capital  during 
periods  of  sustained  high  monetary  inflation"  when  making  investment  decisions, 
and  secondly,  the  legislature  providexi  that  beginning  on  Julv  1,  1983,  15%  of 
income  and  earnings  from  all  coal  tax  trust  funds  would  be  redeposited  into 
the  trust.  The  latter  action  was  taken  as  part  of  the  creation  of  a  state 
water  development  tonding  program,  and,  in  addition  to  dealing  with  the  pur- 
chasinq  power  issue,  was  designed  to  compensate  for  the  fact  that  trust  de- 
posits would  be  expended  in  meeting  water  bond  revenue  shortfalls  brought 
about  by  the  interest  subsidies  built  into  the  program.  This  was  the  first 
actual  appropriation  of  money  from  the  trust's  principal  for  any  purpose. 

The  third  stage  in  tlie  evolution  of  the  trust's  function  came  about  as  a  result 
of  the  passage  of  voter  Initiative  95  in  1982.   Initiative  95  (and  the  sub- 
sequent inplementing  legislation)  defined  the  purpose  of  the  coal  tax  trust 
specifically: 

(1)  to  ccnpensato  future  generations  for  the  loss  of  a  valuable 
and  depletable  resource  ^lnd  to  meet  any  economic,  social  and 
environmental  impacts  caused  by  coal  development  not  otherwise 
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provided  for  by  other  ooal  tax  sources;  and 
(2)  to  develop  a  stable,  stronq,  and  diversified  eoonany 
v^ich  meets  the  needs  of  Montana  residents  both  now  and 
in  the  future  v\^ile  maintaininq  and  improvinq  a  clean 
and  healthful  environment  .... 


1-95  went  on  to  describe  the  uses  to  vy^ich  the  trust  should  be  put: 


(SDJectives  for  investment  of  the  permanent  coa]  tax  trust 
fund  are  to  diversify,  strenqthen,  and  stabilize  the 
Montana  econony  and  to  increase  Montana  enployment  and 
business  opportunities  \«^ile  maintaininq  and  iirprovinq  a 
clean  and  healthful  environment. 


To  accCTiplish  this  purpose,  an  in-state  investment  fund  was  created,  to  be 
funded  with  25%  of  all  revenue  deposited  after  June  30,  1983,  into  the 
permanent  coal  tax  trust  fund.  In  addition  to  creatinq  the  new  fund,  1-95 
and  the  subsequent  leqislation  outlined  sane  si:)ecific  investment  criteria, 
the  most  siqnificant  of  which  was  that  the  manaqers  of  the  new  fund  were 
to  consider  the  "lonq-term  benefit  to  the  Montana  eoonany"  when  choosinq 
investment  vehicles. 

In  sc«Tie  ways,  however,  1-95  and  its  conpanion  leqislation  raised  more 
questions  than  they  cinswered.  Both  the  "purpose"  and  "use"  sections  were 
sketched  in  the  broadest  of  terms,  and  at  least  six  critical  questions  were 
left  for  future  leqislatures  to  debate  and  decide: 

(1)  How,  specifically,  should  the  coal  tax  trust  be  invested  to 
diversify,  strenqthen,  and  stabilize  the  Montana  econoiry? 

(2)  How,  specifically,  should  the  trust  be  used  to  "compensate  future 
generations  for  the  loss  of  a  valuable  and  depletable  resource  and  to  meet 
any  economic,  social,  and  environmental  impacts  caused  by  coal  develorxnent" 
not  otherwise  provided  for? 
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(3)  What  stops,  if  any,  boyond  the  cxDntribution  of  15%  of  trust 
income  and  earnings  to  the  principal  should  be  taken  to  preserve  the 
purchasing  power  of  the  trust? 

(4)  What  are  the  most  appropriate  uses  of  the  interest  eained  by  the 
trust? 

(5)  Under  what  conditions  and  using  \^tlat  criteria  could  appropriation 
of  all  or  a  portion  of  the  trust  principal  be  justified? 

(6)  Given  the  legislatively  defined  piirpose  of  the  trust,  how  should 
management  policies  (as  opposed  to  technical  investment  decisions)  be 
established  and  implemented? 

Those  are  the  issues  explored  in  the  remainder  of  the  report. 

Chapter  II  examines  the  current  coal  tax  tnast  structure  and  fund  uses. 
After  looking  at  the  five  basic  canponents  of  a  trust  (settlor,  beneficiary, 
trustee,  assets,  and  terms) ,  it  sets  out  past  and  projected  coal  tax  revenues 
and  investment  earnings.  Even  conservatively  calculated,  by  the  year  2000 
the  tirust  principal  could  be  nearly  $1.8  billion,  and  it  could  be  producing 
earnings  of  $200  million  a  year. 

The  trust  already  is  being  used  and  invested  in  several  econoruc  development 
activities.  The  first  such  use  of  the  fund  was  the  creation  in  1981  of  the 
coal  severance  tax  (water  development)  bond  program.  The  state  board  of 
examiners  has  authority  uoon  approval  of  a  two- thirds  vote  of  both  houses 
of  the  legislature  to  issue  and  sell  bonds  to  finance  water  resource  develop- 
nent  projects  "designed  to  provide,  during  and  after  extensive  coal  minina, 
a  healthy  econcmy,  the  alleviation  of  social  and  econonic  impacts  created  by 
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coal  developnent,  and  a  clean  eand   healthful  environment  for  present  and 
future  generations."  Total  bonds  issued  under  this  authority  may  not 
exceed  $250  million. 

Deposits  to  the  coal  severance  tax  trust  are  first  placed  in  a  severance 
tax  bond  fund.  Each  December  31  and  Jijne  30,  all  money  in  the  bond  fund 
is  transferred  to  the  permanent  fund,  except  for  the  amount  needed  to  meet 
all  principal  and  interest  payments  on  bonds  payable  frcxn  severance  taxes 
on  the  next  ensuinq  semiannual  payment  date.  Because  an  interest  subsidy 
is  offered  by  the  state  to  the  participatinq  water  developnent  projects, 
sane  trust  funds  must  always  be  drawn  down  to  neke  those  payments.  Under 
the  Series  A  bonds  issued  in  1984,  which  funded  water  development  projects 
costing  $9,558,445,  total  debt  service  rec:fuirements  will  be  $25,610,548. 
Of  that  amount,  $4,829,929  is  expected  to  have  to  ccme  fron  the  coal  tax 
trust  fund.  All  or  a  portion  of  that  shortfall  is  supposed  to  be  corpensated 
for  by  the  15%  redeposit  of  interest  and  earnings  memdated  under  the  water 
bonding  legislation. 

The  Montana  Board  of  Investments  administers  approxijnately  95%  of  the  trust 
assets,  and  the  income  yield  realized  for  the  fund  under  the  Board's  invest- 
ment program  has  been  excellent  —  14.42%  in  Fiscal  Year  1983-84. 

Two  issues  have  been  raised  about  the  Board's  investment  policies.  The 

first  is  the  allocation  of  capital  gains  on  bond  swaps.  The  Board  currently 

treats  these  gains  as  income,  and  disburses  them  to  the  general  fund.  Another 

option  would  be  to  add  the  gains  to  the  principal  of  the  trust,  as  is  done 

in  tnast  accounting.  The  Board  points  out  that  its  procedures  are  in  accordance 
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with  qenerally  accepted  acoountinq  principles,  and  asserts  that  any 
procedural  change  would  have  to  be  mandated  by  the  legislature  in  order 
to  be  adopted  by  the  Board,  The  allocation  of  gains  to  the  principal 
would  help  mitigate  the  trust's  losses  of  purchasing  power,  but  would 
reduce  the  amount  of  money  made  available  through  the  general  fund  to 
support  general  government  operations. 

The  second  major  issue  regarding  the   Board's  investment  of  the  trust  is 
the  small  percentage  of  those  investments  being  irede  in  Montana  — 
1.2%  in  Fiscal  Year  1983-84.  The  passage  of  House  Bill  371  (introduced 
at  the  Board's  rec:fuest)  in  1983  added  to  the  "laundry  list"  of  permissible 
investments  tho  following  item: 

(g)  any  otlier  investment  in  any  business  activity  in 
tho  state,  includincf  activities  which  continue  existing 
jobs  or  create  new  jobs  in  I^^ntana,  providing  that  in- 
vestments which  do  not  meet  the  requirements  of  (the 
other  sections  of  the  permissible  list)  may   not,  in  the 
aggregate,  exceed  10%  of  the  fund  frcsn  which  each  such 
investment  is  made. 

Since  this  authority  applies  to  all  funds  under  the  Board's  management,  not 
just  the  coal  tax  trust  fund,  its  aggressive  use  could  produce  significant 
economic  dovolopnent  benefits  in  the  state,  and  should  be  encouraaed  where- 
ever  possible. 

The  Montana  Economic  Development  Board  is  responsible  for  administerina  the 
in-state  investment  program  (the  so-called  Coal  Tax  Loan  Program  created  in 
response  to  1-95) ,  as  well  as  four  other  development  finance  programs  — 
the  ccarposite  (uitbrella)  industrial  development  revenue  bond  program,  a 
large  issue  (stand-alone)  industrial  development  revenue  bond  program. 
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a  pooled  municipal  bond  program,  and  the  Mcaitana  Capita]  Ccarpanios  program. 
The  MEIDB's  in~state  investment  fund  targets  for  assistance  (1)  basic  sector 
businesses,  those  vdiich  ejqxDrt  goods  and/or  services  fraii  the  state  and 
iitport  capital  in  return;  (2)  inport  substitution  businesses,  those  which 
provide  goods  or  services  to  Montana  consumers  who  otherwise  would  have  to 
obtain  than  frcm  out-of-state  sources;  and  (3)  Montana  manufacturers  and 
those  retail  and  wholesale  businesses  which  deal  principally  in  Montana-made 
goods.  Four  types  of  investments  can  be  made: 

(1)  the  purchase  of  the  guaranteed  portion  of  an  eligible  federally 
guaranteed  loan  (SBA,  FmHA,  etc.); 

(2)  the  purchase  of  a  direct  participation  in  a  non-guaranteed  loan 
originated  by  a  participating  financial  instituticai; 

(3)  the  guaranteeing  of  a  snail  business  loan  made  by  a  participating 
financial  institution;  and 

(4)  the  funding  of  a  loan  through  a  linked  deposit,  wherein  the  MEDB 
places  a  long-term  deposit  in  a  financial  institution  in  order  to  enable  that 
institution  to  make  a  loan  of  the  same  amount  to  an  eligible  business. 

MEDB  buy  rates  for  its  investments  vary  from  85%  to  95%  of  tlie  rate  for  a 
U.  S.  Treasury  bond  with  a  like  or  similar  maturity  to  that  of  the  loan  being 
made,  the  applicable  percentage  determined  by  the  degree  of  risk  to  the  MEIDB 
on  the  investment.  In  the  first  six  months  of  investment  activity,  the  average 
blended  rate  to  the  borrower  (including  the  participating  financial  institu- 
tion's share  of  the  loans)  was  12.83%. 

In  calculating  the  rate  of  return  on  its  investments,  the  r^EDB  was  instructed 
by  the  legislature  to  consider  the  long-term  benefit  to  the  Montana  fjconcmy. 
Therefore,  the  MEDB  takes  into  account  not  only  the  direct  interest  earnings 
but  also  the  increased  personal  and  corporate  incone  tax  revenues  realized  by 
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the  state  as  a  result  of  the  business  expansions  and  job  creations  (both 
direct  and  derivative)  facilitated  by  the  investments.  As  of  ^JovQTlber  30, 
1984,  the  total  anticipated  return  to  the  state  on  loan  interest  payments 
was  calculated  at  11.19%.  Increased  tax  returns  to  the  state  resulting 
from  the  242  to  291  jobs  to  be  directly  created  was  estimated  at  a  yield 
of  5.635,  while  another  5.32%  was  expected  to  result  fran  tax  returns  on 
secondary  jobs.  Mthouqh  the  MEDB  appears  to  be  effective  in  its  early 
work,  several  changes  could  be  made  in  its  operations  \*iich  would  enhance 
its  economic  developnient  irrpact. 

First,  the  15%  of  income  and  earnings  from  the  fffiDB's  investments  v±iich 
are  redeposited  in  the  trust  now  flow  into  that  portion  of  the  trust 
administered  by  the  Board  of  Investments.  This  deprives  the  MEDB's  portion 
of  even  that  small  inflation  shield,  emd  effectively  reduces  the  amount  that 
will  be  available  in  the  future  for  reinvestment  in  the  state. 

Secondly,  the  1983  enabling  legislation  for  the  MEDB's  in-state  investment 
program  is  silent  as  to  the  disposition  of  fee  incone.  If  the  MEDB  were 
permitted  to  retain  these  fees,  it  could  use  them  to  establish  a  loan  loss 
reserve  fund,  which  is  needed.  Third,  MEDB  loan  guarantees  currently  must 
be  backed  by  a  setaside  of  in-state  investment  funds  in  an  amount  equal  to 
the  amount  of  the  lo£m  being  guaranteed.  Since  a  100%  loss  rate  is  almost 
an  impossibility,  the  partial  funding  of  guarantees  would  be  a  more  efficient 
use  of  the  MEDB's  resources.  Finally,  the  use  of  coal  tax  trust  funds  to 
guarantee  small  composite  bond  projects  would  greatly  enhance  their  attractive- 
ness to  investors,  thereby  securing  a  lower  interest  rate  for  borrowers. 
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Initiative  95  also  created  an  ccxDnomic  development  fund,  to  which  the 
legislature  can  appropriate  a  portion  of  the  interest  income  from  the  coal 
tax  trust  fund.  House  Bill  1,  pas55ed  by  the  1983  legislature,  allocated 
$3,525,000  of  trust  interest  to  the  fiand  for  the  biennii.im  ending  June  30, 
1985.   It  has  been  used  to  support  the  Governor's  Council  on  Economic 
Developsnent;  the  Council  on  Science  and  Technolcxqy;  the  Department  of 
Gortmerce's  business  development  assistance  program;  assistance  to  local 
development  organizations;  the  University  Center  for  Business  £ind  ManacTe- 
ment  Development;  the  promotion  of  Montana-made  products;  tlie  ^tontana  Economic 
Reporting  and  Forecasting  System;  business  location  prcmotion;  expanded  travel 
and  tourism  promotion;  the  administrative  costs  of  the  Montana  Economic 
Development  Board;  and  job  training  programs.  The  amount  of  money  appropriated 
for  these  purposes  constituted  only  7.9%  of  interest  income  fran  the  trust, 
and  the  rest  was  either  redeposited  to  the  principal  (15%)  or  placed  in  the 
general  fund.  IVro  policy  issues  should  be  considered  in  connection  with 
trust  interest: 

■      (1)  Should  a  specific  percentage  of  coal  tax  trust  interest  income 
be  allocated  to  the  Montana  economic  development  fund  each  year? 

(2)  Should  all  state-administered  economic  development  programs  be 
funded  through  the  econanic  development  fund  mechanism? 

Chapter  III  examines  severance  tax  permanent  funds  elsewhere  —  in  the  states 
of  Colorado,  Florida,  Louisiana,  Maine,  Minnesota,  New  Mexico,  North  Dakota, 
Oregon,  and  Wyoming,  as  well  as  in  the  Canadian  provinces  of  Alberta  and 
Saskatchewan.  The  royalty-based  permanent  fund  of  Alaska  is  also  discussed. 
There  are  dramatic  differences  in  the  sizes  of  the  various  trusts,  ranging 
from  $8.5  million  in  North  Dakota's  Resource  Trust  Fijnd  to  over  $13  billion 
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in Alberta's  Heritage  Savings  Trust  Fund.  Sore  trusts  are  continuing  to 
expand  rapidly;  others,  like  Louisiana's  Investment  Fund  for  Enhancement, 
have  experienced  declining  revenues  as  a  result  of  a  drop  in  mineral 
extraction  activities. 

While  all  severance  tax  tmsts  are  used  to  support  some  form  of  state  or 
provincial  development,  specific  uses  run  the  gamut  fron  the  purchase  of 
wildlife  and  marine  habitats  to  the  demolition  of  abandoned  buildings  in 
mine  closure  areas,  frcxn  providing  below-market  interest  rate  loans  to 
businesses,  to  the  construction  of  airport  terminals. 

Several  states,  lacking  large  severance  tax  revenues,  have  established  funds 
with  similar  economic  development  purposes,  using  general  fund  appropriations, 
the  issuijnce  of  state  general  obligation  bonds,  substantial  industry  tax 
credits,  or  the  dedication  of  all  or  a  portion  of  specific  tax  collections 
(frcan  liquor  sales,  for  instance) .  Where  a  state  has  had  to  levy  new  taxes 
or  decrease  support  of  other  state  activities  in  order  to  establish  an 
economic  developnent  fund,  the  resulting  programs  often  are  more  carefully 
designed  and  thought  through  than  sane  of  the  severance  tax  programs,  and 
they  are  frequently  more  innovative  as  well.  Many  states,  however,  are 
using  their  severance  teix  revenues  to  undertake  significant  and  effective 
econcmic  development  activities  that  sliow  promise  of  producing  positive, 
long-term  benefits  for  their  citizens  —  both  present  and  future. 

Chapter  IV  looks  at  a  nunter  of  issues  and  options  regarding  the  management 
of  the  principal  of  Montana's  coal  tax  trust  fund.  The  first  is  the  effect 
of  inflation  on  the  purchasing  power  of  the  trust.  Using  the  Consumer  Price 
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Index  as  a  qauqe  of  purchasinq  power  chanqes,  a  rouc^h  calculation  of  the 
effect  of  inflation  on  trust  deposits  produces  scsvc   disoouraqi.nq  statistics. 
Deposits  made  in  1978  —  only  six  years  aqo  —  had  lost  39.4%  of  their 
purchasinq  power  by  mid-1984,  ^^lhilo  approximately  $200  million  in  tax  receipts 
had  been  placed  in  the  trust,  it  could  buy  only  $178  million  in  qoods  and 
services  at  1984  prices,  an  overall  loss  of  10.9%  of  total  value.  Projecting 
forward  to  the  year  2000,  the  1978  deposit  will  have  lost  73.1%  of  its 
original  purchasinq  paver,  and  the  total  seven  years'  (1978-1984)  deposits 
made  to  date  will  have  lost  59,5%  of  their  power.  If  the  reason  for  the 
creation  of  the  coal  tax  trust  was  to  preserve  wealtii  for  future  generations, 
clearly  it  is  failinq  to  fulfill  that  purpose. 

The  alarming  rate  of  decline  in  purchasinq  power  has  been  obscured  to  a  great 
extent  by  the  increasinq  size  of  new  deposits  to  the  trust.  While  once  it 
appeared  that  the  state  could  look  forward  to  an  apparently  unendinq  stream 
of  deposits,  several  factors  new  make  the  future  less  certain.  These  inclxxie 
^the  possibility  that  (1)  sane  of  the  Montana  coal  contracts  to  supply  major 
midwestem  utilities  might  not  be  renev^ed  (for  £iny  number  of  reasons) ;  (2)  pro- 
posed federal  acid  rain  (sulphur  dioxide  pollution)  legislation  could  reduce 
the  current  advantage  to  the  utilities  of  using  lew-sulphur  Montema  coal;  and 
(3)  some  utilities  miqht  convert  to  other  fue]  sources  if  federal  or  state 
restrictions  on  the  use  of  coal  become  onerous.  There  are  many  factors  vdxLch 
could  lead  to  increased  or  decreased  coal  production  in  the  state.  If  mininq 
activity  declines,  so  will  coal  tax  revenues.  In  that  case,  the  loss  of  the 
purchasing  power  of  past  deposits  becomes  even  more  critical. 

The  redeposit  of  15%  of  interest  and  income  eamec^  by  the  trust  into  the 
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principal  was  a  first  —  if  insufficient  —  step  toward  slowing  the 
purchasing  power  decline.  The  Catch-22  that  confronts  the  legislature  now 
is  that  the  state's  over- increasing  reliance  on  coal  tax  interest  revenues 
as  a  general  fund  support  gives  it  little  incentive  to  re- invest  a  greater 
portion  of  earnings  in  the  principal.  Yet,  if  the  principal  does  not  in- 
crease substantially,  future  earnings  will  be  inadequate  to  inaintain  the 
trust's  current  proportional  share  of  the  revenue  needed  to  meet  escalating 
general  fund  demands.  Future  generations  will  still  have  to  pay  the  bills 
for  on-going  general  government  operations,  but  the  trust  will  give  them 
less  in  real  terms  to  work  with  than  it  gives  current  Montanans. 

If  the  preservation  of  a  growing  principal  and  the  maximization  of  the 
returns  on  tViat  principal  are  to  be  achieved,  several  modifications  in  trust 
policy  are  necessary.  First,  the  losses  of  trust  purchasing  power  must  be 
offset  or  eliminated  —  through  increased  coal  sales  which  lead  to  increased 
tax  revenues,  or  through  the  deposit  of  more  than  50%  of  severance  tax 
revenues  into  the  trust,  or  through  the  re-deposit  into  the  trust  of  a 
substantial  portion  of  investment  earnings,  or  through  scjne  conbination  of 
the  foregoing. 

Secondly,  if  greater  returns  are  to  be  achieved,  the  Board  of  Investments  and 
the  Montana  Economic  Development  Board  must  be  given  the  authority  to  take 
advantage  of  a  greater  range  of  investment  opportunities.  A  significant 
first  step  would  be  to  modify  the  list  of  approved  investments  for  the 
trust  to  include  the  purchase  of  equity  instruments.  (This  would  reouire  a 
constitutional  amendment.)  The  addition  of  capital  gains  on  bond  sales  to 
the  principal  of  the  trust  could  have  seme  inflation-fighting  effect  as  well. 
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The  replacement  of  t±ie  "prudent  person"  with  the  "prudent  expert"  investment 
standard,  and  the  elimination  of  the  "laundry  list"  of  permissible  invest- 
ments would  enable  both  boards  to  be  noire  flexible,  to  use  a  nanber  of 
innovative  means  to  both  maximize  return  and  reduce  risk  on  investitients 
made  from  the  trust  principal.  These  could  include,  but  are  not  limited  to, 
investrrents  in  venture  capital  limited  partnership  funds,  foreicm  securities, 
special  equities  financing,  option  contracts,  financial  futures,  oil  and  qas 
limited  partnerships,  bond  or  loan  gioarantee  funds,  and  pooled  industrial, 
residential,  or  connercial  mortgages.  There  is  anple  precedent  for  such 
investments  within  the  confine  of  the  prudence  standards.  The  programs  of 
New  York,  Ohio,  Michigan,  Wisconsin,  Minnesota,  and  North  Giurolina,  to 
mention  a  few,  can  provide  specific  examples. 

Finally,  the  extension  of  the  in-state  investment  fund's  "long-term  benefit 
to  the  Montana  econoir^"  criterion  to  cover  the  entire  coal  tax  trust  fund 
could  facilitate  more  economic  development  activity.  New  Mexico  tises 
'"differential  rate"  investments  to  encourage  business  locations  in  the 
state.  Ohio's  Public  Elrployees  Retirement  System  will  make  equity  or  debt 
financing  investments  in  any  partnership,  proprietorship,  or  corporation 
which  meets  one  of  tliree  criteria:  (1)  is  headquartered  in  Ohio,  (2)  has 
at  least  50%  of  its  assets  located  in  Ohio;  or  (3)  has  50  percent  or  more 
of  its  enployees  located  in  Ohio,  and  also  meets  the  financing  standards 
of  the  System.  Eight  states  have  loan  or  guarantee  programs  designed  to 
enable  local  firms  to  increase  overseas  export  sales,  and  there  are  ireny 
other  areas  v^iere  sound  investments  could  be  made  which  would  use  trust 
resoiorces  to  produce  long-term  benefits  to  tlie  state. 
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In  Chapter  V,  scare  ways  in  which  the  interest  beinq  earned  on  the  trust 
could  be  enployed  more  effectively  are  discussed.  The  first,  of  course, 
would  be  to  deposit  a  greater  amount  in  the  principal  of  the  trust,  to 
offset  inflation  losses.  The  second  wDuld  be  to  expand  the  activities 
currently  being  conducted  with  the  resources  of  the  economic  development 
fund  —  including  business  development  technical  assistance  and  assistance 
to  local  development  organizations.  A  new  use  wDuld  be  to  pay  part  of  the 
cost  of  the  formulation  of  a  natural  resources  development  strategy  for 
using  the  state's  financial,  technical,  political,  and  regulatory  resources 
to  solve  some  of  the  problems  of  those  Montana  industrial  sectors  — 
agriculture,  mineral  development,  and  wood  products  —  v^ich  have  been 
experiencing  significant  declines  in  activity  and  ertployment  in  recent  years. 

Research  coiold  be  underwritten  in  a  number  of  areas.  Three  that  have  received 
some  attention  recently  are  coal  research  (be  be  jointly  funded  by  the  coal 
industry  itself) ,  technology  development,  and  future  studies.  A  state  Urban 
Development  Action  grant  program  could  give  local  governments  a  tool  for 
assisting  private  sector  econcmic  development  projects,  while  creating  a 
future  income  stream  that  would  support  new  development  programs.  Business 
incubators  —  facilities  in  which  a  number  of  small  businesses  are  housed 
and  receive  legal,  accounting,  management,  marketing,  engineering,  production 
control,  and  other  needed  technical  assistance  at  a  reasonable  cost  —  can 
increase  the  survival  rate  for  new  businesses  in  a  ccntnunity.  Many  states 
have  used  severance  tax  trust  inccme  to  pay  the  cost  of  infrastructure  iitprove- 
ments  —  construction  of  new  state  buildings,  water  and  sewer  system  repair, 
jail  construction,  airport  expansions,  find  so  forth.  Again,  the  list  is  far 
frcm  exhaustive,  but  is  suggestive  of  seme  of  the  possibilities  for  the  use 
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of  trust  interest  to  prorrate  econcmic  developi:ient  in  the  state. 

C!hapter  VI  deals  with  the  controversial  subject  of  appropriation  of  the 
principal  of  the  coal  tax  trust  fund.  In  the  F>ast,  taitperina  with  the 
inviolability  of  the  trust  was  perceived  as  an  assault  upon  one  of  the 
state's  nost  closely  guarded  assets,  but  the  significant  shrinkage  in  the 
real  value  of  the  trust,  plus  the  possibility  of  an  earlier-than-anticipated 
falling-off  of  ooal  production  (and,  hence,  of  trust  inflows)  have  led  to 
sane  rethinking  of  attitudes.  Now  policy  makers  are  asking  vtether,  even 
if  the  trust  could  be  revitalized,  the  preservation  of  the  fund  intact  is 
the  best  way  to  benefit  future  generations.  WoiiLd  a  healthy,  stable  state 
econcsn:^  be  a  greater  gift  to  future  generations  than  a  strong  fund  but  a 
v^ak  economic  base? 

Certainly  the  creators  of  the  trust  envisioned  appropriations  from  the  princi- 
pal. Why  else  would  they  have  made  them  possible?  What  they  failed  to  do, 
however,  was  to  give  future  legislators  any  guidance  as  to  vtiat  would  con- 
stitute a  proper  justification  for  such  appropriation.  The  following  are 
seme  criteria  vdiich  seem  defensible  now: 

(1)  The  body  of  the  trust  should  never  be  appropriated  (or  borrowed) 

for  xj&e  in  meeting  general  government  expenses.  These  are  the  proper  responsi- 
bility of  the  current  generation,  and  should  not  be  subsidized  to  the  detriment 
of  the  future. 

(2)  Whenever  possible,  amounts  appropriated  from  the  trust  should  be 
replaced,  with  interest,  at  seme  future  time.  That  means  that  expenditures 
from  the  trust  preferably  should  be  for  revenue-generating  purposes. 

(3)  Amounts  not  otherwise  available  that  are  needed  to  mitigate  the 
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inpacts  of  coal  development  (or  mine  closures)  are  statutorily  eligible 
to  be  appropriated  from  the  principal. 

(4)  No  appropriation  should  be  made  unless  the  identified  need  has 
been  thoroughly  documented,  studied,  and  found  to  be  ccxipelling,  with  no 
other  financial  resources  available  to  meet  it.  Representatives  of  the 
trust's  beneficiaries  should  be  involved  in  the  evaluation,  and  their 
findings  made  public. 

(5)  The  benefits  to  be  gained  through  the  appropriation  must  outweigh 
both  the  losses  in  earnings  that  will  result  and  the  negative  inpact  of 
those  losses  on  activities  supported  with  trust  earnings.  Expected  economic 
development  benefits  should  be  clearly  defined  eind,  if  possible,  quantified 
prior  to  appropriation,  and  should  be  closely  monitored  and  evaluated  there- 
after. 

(6)  Programs  or  activities  undertaken  with  appropriated  trust  funds 
must  have  long-term  value  to  the  state,  helping  correct  structural  or 
systemic  imbalances  in  the  economy,  for  instance,  rather  than  dealing 
only  with  short-range  cyclical  problems. 

(7)  Insofar  as  possible,  benefits  accruing  from  trust  appropriations 
should  inure  to  all  citizens,  not  just  to  particular  indijstries,  geographic 
areas,  or  interest  groups. 

Because  of  the  commitment  to  future  generations  which  underlies  the  trust's 
very  existence,  if  it  is  to  be  spent,  it  must  be  for  activities  which  will 
strengthen,  stabilize,  and  diversify  the  state's  economy  —  both  now  and 
far  into  the  future.  It  must  continue  to  stimulate  job  creation  and 
opportunity,  and  foster  tax-generating  private  sector  growth.  It  must 
anticipate  and  meet  in  advance  the  needs  of  our  heirs. 
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Finally,  in  Chapter  VII,  the  report  deals  with  the  issue  of  future  trust 
management.  Because  of  the  far-reaching  inplication  of  trust  activities, 
the  report  concludes  that  a  coal  tax  trust  fund  advisory  council  (a  true 
board  of  trustees)  should  be  established  to  work  with  the  trust  investment 
managers  —  the  Board  of  Investments  and  the  Montana  Econctrdc  Development 
Board.  The  council's  function  would  not  be  to  direct  or  second-guess  the 
boards'  technical  investment  decisions,  but  to  help  than  define  the  goals, 
strategy,  and  management  policy  of  the  trust,  to  speak  cai  behalf  of  the 
trust's  intended  beneficiaries.  Council  mettters  coxiLd  include  legislators, 
coal  development  area  residents  and/or  local  goverrmEnt  officials,  an  econo- 
mist, an  educator,  a  member  of  the  business  community,  a  person  knowledgeable 
in  economic  development,  a  representative  of  environmental  interests,  persons 
with  legal  and  financial  experience,  and  others,  as  appropriate. 

In  addition  to  defining  trust  goals  and  strategies,  the  coimcil  would  work 
with  the  investment  managers  on  an  on-going  basis  to  review  progress  made 
toward  achievement  of  those  goals,  continually  monitoring,  evaluating,  review- 
ing, and  if  necessary,  revising  inplementation  strategies.  All  proposals  for 
appropriation  of  trust  principal  would  be  analyzed  in  depth  by  the  council, 
and  its  findings  made  available  to  the  legislature  and  the  public. 

Prior  to  the  establishment  of  a  permanent  advisory  council,  the  basic  concept 
of  managing  the  trust  to  stabilize,  strengthen,  and  diversify  the  state's 
econary  should  be  fully  explored  and  debated  in  both  legislative  and  public 
forums.  To  facilitate  this  process,  a  temporary  "bliae  ribbon"  advisory 
council  could  be  named  to  act  during  the  caning  bienniim  to  research  thoroughly 
trust  nanagement  issues,  conduct  p\±)lic  hearings  on  the  questions,  and  prepjare 
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recomendations  to  the  Governor  and  the  next  regiolar  session  of  the  legis- 
lature for  their  final  consideration.  The  management  of  the  C!oal  tax  trust 
fimd  is  of  vital  inportance  to  all  tfontanans,  both  today  and  in  the  futiire, 
and  the  decisions  which  need  to  be  made  deserve  long,  careful  consideration. 


FOREM)RD 

Presently  the  principal  of  the  permanent  coal  tax  trust  fund  constitutionally 
cremated  by  the  peq:)le  of  Montana  stands  at  approximately  $200  million.  If 
earnings  were  to  avoracjc  only  12%  (carpared  with  the  actual  14,15%  average 
for  the  last  four  years)  ,  and  if  new  deposits  increased  by  7%  per  year  (con- 
pared  with  a  9.125%  actual  average  for  the  last  four  years) ,  by  the  year  2000 
the  total  could  be  well  over  $1.8  billion. 

The  ever-growing  size  and  earning  potential  of  the  trust  make  it  a  major 
state  asset,  and  this  report  deals  with  the  fundamentally  inportant  question 
of  how  the  trust  should  be  managed  to  best  carry  out  its  statutory  purposes: 

(1)  to  conpensate  future  generations  for  the  loss  of 
a  valuable  and  depletable  resource  and  to  meet  any 
econcmic,  social,  and  environmental  impacts  caused 
by  coal  development  not  otherwise  provided  for  by 
other  coal  tax  sources;  and 

(2)  to  develop  a  stable,  strong,  and  diversified 
econony  which  meets  the  needs  of  Montana  residents 
both  now  and  in  the  future  while  maintaining  and  im- 
proving a  clean  and  healthful  environment  as  re- 
quired by  TVrticle  IX,  section  1,  of  the  Montana  con- 
stitution . 

To  facilitate  the  use  of  this  document,  basic  policy  issues  which  are 
raised  in  the  text  are  also  highlighted  in  boxed  sections  wherever  they 
first  occur. 

The  scope  of  this  report  is  limited  to  an  examination  of  the  structure  and 
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managenent  of  the  pennanent  coal  tax  trust  fund.  It  does  not  deal  with 
the  coal  producers  severance  tax  itself,  nor  explore  the  effect  of  that 
tax  on  Montana  coal  production  and  sales  levels. 
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CHAPTER  I    Background  and  Issues 

A.  Severance  Taxes  —  Their  Purpose  and  Justification 

Mineral  resources  have  been  a  key  factor  in  Montana's  economic  development 
since  the  discovery  of  precious  metals  along  the  Continental  Divide  first 
brought  fortune- seeking  miners  to  the  territory.  Gold  and  silver  lured 
those  first  developers,  but  it  was  copper  that  was  king  in  Montana  for  decades. 
The  copper  industry  employed  thousands  of  workers,  controlled  entire  cities, 
and  extended  its  powerful  influence  into  government  chambers  and  newspaper 
editorial  offices  to  mold  or  coerce  public  opinion  and  actions  to  suit  the 
industry's  needs. 

Just  as  the  minerals  were  extracted  from  the  ground  and  shipped  out,  so  too 
did  the  profits  fran  the  Montana  mines  flow  fran  the  state  —  to  New  York, 
Chicago,  and  other  mining  conpany  corporate  headquarters.  Given  the  circum- 
stances and  the  resources  of  the  opposition,  Governor  Joseph  Dixon's  efforts 
in  the  early  1920's  to  pass  new  mining  tax  levies  to  stem  sane  of  the  loss 
were  nothing  short  of  courageous. 

Under  a  blitz  of  Conpany  lobbying  the  lawmakers 
refused  to  follow  the  governor's  lead  ....  Both 
in  1921  and  again  in  1923,  the  key  .  .  .  mines  tax 
bills  went  down  to  defeat.  Dixon  coldly  pointed  out 
the  glaring  fact  that,  although  Montana's  metal  mines 
produced  over  $20  million  in  1922,  they  paid  only 
$13,559  in  state  taxes. 

The  issue  of  mine  taxation,  so  symbolic  of  (the 
mining  coIp^^ny's)  naked  power,  remained  unresolved  as 
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Dixon's  term  expired.  In  good  progressive  fashion, 
Dixon  decided  that,  since  the  legislature  refused 
to  act,  he  would  take  his  mission  to  the  voters 
in  the  1924  election.  If  passed,  this  initiative 
would  levy  a  graduated  tax  of  up  to  1  percent  of 
gross  production  upon  any  mine  that  produced  over 
$100,000  gross  per  year.   (1) 

The  initiative  passed.  Governor  Dixon  was  not  re-elected. 

Fifty  years  later  the  end  of  the  copper  enpire  was  in  sight.  Coal  and  oil 
were  the  increasingly  important  minerals,  and  Montanans  were  becoming  con- 
cerned about  environmental  protection,  the  long  term  consequences  of  the 
depletion  of  non- renewable  resources,  the  effect  of  developnoent  on  irrpacted 
cannunities,  and  the  drain  of  capital  from  the  state.  The  legislature  began 
to  act  to  recapture  some  of  those  mineral  revenues  for  public  purposes. 

In  1971,  per  ton  tax  rates  were  increased  according  to  the  heating  quality 
of  the  coal  produced,  measured  in  British  Thermal  Units  (BTU's).  In  1975, 
the  controversial  Montana  Coal  Producers  Severance  Tax  was  passed,  for  the 
first  time  changing  coal  taxes  from  a  "cents  per  ton"  to  a  "percent  of 
contract  sales  price"  base.  This  evolution  in  taxation  can  be  seen  clearly 
in  Figure  1. 

What  is  the  purpose  of  a  severance  tax?  In  his  Decenber,  1980,  essay  on 
the  Montana  coal  severance  tax,  then-Representative  Daniel  Keimiis  stated: 

A   severance  tax  on  a  non-renewable  resource  can  be 
justified  on  a  number  of  grounds,  one  of  which  is  certain- 
ly that  such  a  tax  internalizes  into  the  price  of  the  ex- 
tracted resource  some  of  the  externalized  costs  of  pro- 
duction ("externalities")  associated  with  extraction  of 


(1)  Ma  lone,  Michael  P.  and  Richard  B.  Roodor,  Montana:  A  History  of  TVro 
Centuries,  University  of  Washington  Press,  1976. 


-5- 


FIGURE  1 
HISIDRY  OF  MONTANA  COAL  TAXES 

1921  -  June  30,    1971 
5<:  per  ton;   50,000  ton  exeitption 

July  1,    1971  -  Jime  30,    1973 

4<;:  per  ton  for  6,000  BTUs  or  less 

6<:  per  ton  for  6,001  -  7,500  BTUs 

St  per  ton  for  7,501  -  9,000  BTUs 

10<?  per  ton  for  9,001  or  wore  BTUs 

July  1,    1973  -  June  30,    1975 

12<;  per  ton  for  7,000  BTOs  or  less 

22<:  per  ton  for  7,001  -  8,000  BTOs 

34<:  per  ton  for  8,001  -  9,000  BTUs 

40<?  per  ton  for  9,001  or  more  BTUs 

July  1,  1975  -  Present 

12C  per  ton  or  20%  of  Contract  Sales  Price  (v^iichever  is  greater)  for 

7.000  BTOs  or   less 

22<^  per  ton  or  30%  of  Contract  Sales  Price  (v^ichever  is  greater)  for 

7.001  -   8,000  BTOs 

34<^  per  ton  or  30%  of  Contract  Sales  Price  (whichever  is  greater)  for 
8,001  -  9,000  BTOs 

40C  per  ton  or  30%  of  Contract  Sales  Price  (v\*iichever  is  greater)  for 
9,001  or  more  BTOs 


Source:  Ccarpiled  by  the  Energy  Division,  Montana  Department  of 
Natural  Resources  and  Conservation. 
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the  resource.  That  is,  if  the  mining  of  a 
particular  resource  causes  air  or  water  pollution, 
or  if  it  permanently  reduces  soil  productivity, 
those  are  costs  of  production  which  are  not  re- 
flected in  the  selling  price  of  the  extracted 
resource.  A  severance  tax  is  an  cbvious  means  of 
internalizing  such  costs.   (2) 

In  other  words,  the  tax  passes  along  to  the  user/consumer  who  denanded  the 
product  (to  bum  directly  in  his/her  furnace  or  indirectly  throu^  the  use 
of  electricity  generated  by  coal-fired  utility  plants)  the  external  costs 
of  extracting  the  coal.  The  tax  insures  that  at  least  a  portion  of  those 
costs  are  paid  by  users.  In  and  of  itself,  however,  it  does  not  insure  that 
those  who  were  iitpacted  by  those  externalities  (small  towns  v^iose  populations 
soar  during  the  development  period,  for  instance)  receive  the  benefits  the 
tax  revenues  produce. 

William  E.  Nothdurft  cites  several  other  justifications  for  a  severance 
tax  in  his  1984  study.  Renewing  America: 

(S)everance  taxes  can  be  used  to  influence  the 
rate  of  use  or  development  of  a  given  resource,  slow- 
ing it  down  or  even  sliifting  the  extraction  activity 
elsavhere.   (3) 

To  illustrate  that  use,  Nothdurft  points  to  a  1975  Montana  legislative  can- 
mi  ttee's  comment  that  higher  Montana  severance  taxes  might  shift  more  coal 
activity  to  Vlycminq,   thereby  slewing  Montana  development  and  enabling  coal- 
area  cotinunities  to  grow  in  a  iiore  orderly  fashion.  The  current  arguments 
being  advanced  in  favor  of  lowering  the  severance  tax,  conversely,  are  based 


(2)  Kemrtds,  Daniel,  "Montana  Coal  Severance  Tax:  Resource  Severance  Taxes 
and  Investment  for  the  Future",  University  of  Montana,  Missoula,  Montana, 
1980,  page  1. 

(3)  Nothdurft,  William  E.,  Renewing  America,  The  Council  of  State  Planning 
Agencies,  Washington,  D.  C,  1984,  page  129. 
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largely  on  the  assumption  that  Icwer  taxes  will  encourage  nore  rapid  develop- 
ment of  the  state's  resources. 


(S)everance  taxes  can  be  used  to  capture  the 
economic  rent  associated  with  nonrenewable  resource 
extraction.  Economic  rent  is  the  extra  price  charged 
by  producers  and  paid  by  consumers  that  reflects  the 
finiteness  or  relative  scarcity  of  the  product,  over 
and  above  the  actual  cost  of  extracting  and  producing 
it.  Understandable  in  theory,  it  is  almost  inpossible 
to  translate  into  reality,  given  the  difficulty  of 
determining  how  much  of  a  coipany's  profit  represents 
"economic  rent."   (4) 


Under  the  econonic  rent  theory,  the  severance  tax  is  a  tool  by  which  the 
state  captures  a  share  of  the  premium  that  buyers  pay  to  obtain  a  scarce 
(non-renewable)  comiDdity.  Absent  the  tax,  the  producers  allegedly  would 
reap  unearned,  windfall  profits  unrelated  to  their  development  and  production 
costs  or  their  normal  profit  margins. 

(T)he  severance  tax  is  designed  to  ccnpensate  for 
the  loss  of  a  natural  heritage.  The  nonrenewable  resource 
is  recognized  as  a  lost  capital  asset  and,  typically,  a 
permanent  trust  fund  is  created  as  a  savings  account  for 
future  generations.   (5) 


B.  Creation  of  the  Montana  Permanent  Coal  Tax  Trust  Fund 
Such  protection  of  the  heritage  and  interests  of  future  Montanans  clearly 
was  in  the  minds  of  the  legislators  who  enacted  the  1975  coal  severance 
tax,  for  in  the  same  session  they  also  passed  Senate  Bill  407,  an  act  to 
submit  to  the  voters  a  proposed  amendment  to  Article  IX  of  the  Montana 
constitution,  as  follows: 


Section  5.  Severance  tax  on  coal  —  trust 
fund.  The  legislature  shall  dedicate  not  less  than 


(4)  Ibid. ,  page  129. 

(5)  Ibid.,  page  130. 
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one- fourth  (1/4)  of  the  coal  severance  tax  to  a 
trust  fund,  the  interest  and  inccroe  fran  which 
nay  be  appropriated.  The  principal  of  the  trust 
shall  forever  remain  inviolate  unless  appropriated 
by  vote  of  three- fourths  (3/4)  of  the  menibers  of 
each  house  of  the  legislature.  After  Deceirber  31, 
1979,  at  least  fifty  percent  (50%)  of  the  severance 
tax  shall  be  dedicated  to  the  trust  fund. 

Montanans  had  learned  a  bitter  lesson  from  the  copper  experience,  one  they 
vowed  not  to  repeat,  the  "Argument  Advocating  Approval  of  the  (1'rust  Fuixl) 
Measure"  distributed  in  the  official  voter  information  pairphlet  said,  in 
part: 

The  Montana  legislature  was  determined  that  the 
fabulous  wealth  underlying  Eastern  Montana  should  not 
be  translated  into  poverty  of  Eastern  Montanans  and 
that  the  state  of  Montana  should  have  scsnething  to 
show  for  this  valuable  resource  once  it  is  gone.  Thus, 
they  levied  the  highest  coal  tax  in  the  nation  on  coal 
mined  from  strip  mines  in  Montana,   (6) 

The  arguments  advanced  for  and  against  the  creation  of  the  trust  are  instructive. 
The  proponents  said: 

We  should  not  be  short  sighted  and  spend  all  our 
tax  inccme  as  lapidly  as  we  earn  it.   ...  (W)e  become 
addicted  to  all  coal  monies  in  support  of  tlie  state's 
day-to-day  operations;  our  decision  makers  will  be 
biased  in  favor  of  more  and  more  coal  mining.   .  .  .  (W)e 
will  be  severely  punished  financially  on  the  day  when  the 
coal  no  longer  exists  or  hias  value. 

.  .  .  The  proposals  for  use  of  coal  tax  revenues 
have  already  started  mounting  and  pressures  will  be 
placed  on  the  next  session  of  the  legislature  to  carve 
out  more  and  more  of  the  ta^c  revenues  for  all  sorts  of 
"worthy  projects".  By  passing  this  amendment  we  will 
gioarantee  an  endowment  for  the  future  and  avoid  ternpta- 
tions  to  spend  it  now.   (7) 

The  "Argument  Advocating  Rejection  of  the  Measure"  countered: 


(6)  Secretary  of  State,  "Voter  Information  for  Proposed  Constitutional 
Amendments  —  Referendums  —  Initiatives",  Helena,  Montana,  1976,  page  3. 

(7)  Ibid. ,  page  3. 
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In  a  relatively  short  period  of  time  the 
assets  of  the  trust  account  would  be  in  the  hundreds 
of  millions  of  dollars.   ...  It  is  questionable 
that  such  vast  accumulation  of  funds  should  be  con- 
trolled by  politicians.  The  larger  the  accumulation 
of  trust  funds,  the  greater  the  tenptation  will  be 
for  future  legislators  to  spend  the  principal.   (8) 

It  is  noteworthy  that  both  advocates  and  foes  of  the  trust  fund  viewed  the 
coal  tax  revenues  as  Montana's  "Great  Temptation"  —  one  side  worried  about 
current  temptations,  the  other  about  those  of  the  future.  Interesting  also 
is  the  fact  that  there  was  no  clear  enunciation  of  the  purpose  of  the  trust 
other  than  the  proponents'  assertion  that  in  the  "distant  future"  it  would 
"serve  as  a  revenue  generating  investment  base"  and  would  "demonstrate  to 
future  generations  of  Montanans  that  we  chose  to  share  the  riches  of  this 
state's  non- renewable  resource  heritage  with  them."   (9) 

C.  The  Evolution  of  Trust  Purpose 
C.l.  Savings 

In  1975,  when  the  voters  approved  its  creation,  the  trust  was  intended 
mainly  to  save  money,  to  keep  a  portion  of  tax  revenues  out  of  the  hands 
of  current  politicians  (however  well-intentioned)  and  to  transmit  the  ac- 
cumulated savings  forward  to  scjne  undefined  "future  generations" .  This 
savings  mechanism,  providing  as  it  did  that  all  the  incc«ne  and  interest 
earned  on  the  trust  could  be  appropriated  by  the  legislature  for  current 
use,  was  somewhat  akin  to  burying  the  money  in  a  Mason  jar  in  the  back  yard. 
One  could  dig  it  up  periodically  and  add  to  the  principal,  but  it  had  no 
protecticn  against  the  ravages  of  inflation  which  would  continue  year-by-year 
to  lower  the  purchasing  pcwer  of  the  cache. 


(8)  Ibid. ,  page  4. 

(9)  Ibid. ,  page  3. 
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There  was  something  more  than  a  sinple  savings  function  for  the  trust, 
however.  By  resisting  the  tenptation  to  spend  the  coal  tax  revenues  as 
they  came  in,  the  creators  of  the  trust  were  holding  down  government  ex- 
penditures, thereby  not  creating  long  term  programs  and  eaq^ectations  that, 
when  the  coal  ran  out,  would  have  to  be  abandoned  or,  if  continued,  be 
financed  through  higher  taxes  on  other  items  —  income  or  personal  property, 
for  instance. 

There  was  one  other  way  to  look  at  the  original  trust.  While  the  published 
arguments  for  approval  referred  to  the  sharing  of  riches  with  future  genera- 
tions, the  constitutional  amendment  never  mentioned  spj.>cifically  who  the 
beneficiaries  were  to  be.  It  sinply  created  a  trust,  which  "shall  forever 
remain  inviolate  unless  appropriated  by  vote  of  three- fourths  (3/4)  of  the 
menbers  of  each  house  of  the  legislature"  (enphasis  added) .  To  risk  another 
analogy,  this  more  nearly  reseirbles  the  sword  in  the  stxme  of  Arthurian 
legend.  Itie  sword  —  the  trust  —  renains  immobile  until  scxne  future  time 
when  the  needs  of  the  state  are  so  great  (when,  in  the  words  of  the  amendment's 
advocates,  there  is  "a  ccnpelling  necessity")  that  the  combined  might  of  38 
senators  and  75  representatives  can  be  brought  to  bear  to  wrest  it  free. 
Until  that  time,  of  course,  the  interest  and  earnings  on  the  trust  continue 
to  be  available  through  appropriation  to  each  successive  generation. 

That  was  the  way  it  began. 

Passing  over  the  rate-of- inflation  issue  for  the  time  being,  the  original 
trust  concept  was  reasonable  and  far- thinking.  Given  an  environment  v>4ierein 
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scme  Montanans  had  seen  in  a  single  lifetime  the  transition  from  horse  and 
wagon  to  space  shuttle,  who  really  could  feel  confident  enough  to  predict 
the  circumstances  or  needs  of  future  generations?  While  not  knowing  their 
problems,  however,  the  citizens  of  1975  Montana  could  still  save  and  pass  on 
to  their  heirs  the  financial  resources  to  deal  with  those  prc±)lems. 

C.2.  Earnings 

Between  the  first  deposits  to  the  trust  in  1978  and  the  passage  of  Initiative 
95  in  1982,  however,  the  developing  new  role  of  the  trust  as  a  "revenue 
generator"  for  state  government  operations  became  increasingly  more  evident, 
as  shown  by  the  following  catparison: 


Coal  tax  trust  earnings  allocated 
to  the  general  fund 

Total  state  investment  earnings 
allocated  to  the  general  fund. 

Coal  trust  investment  earnings  as 
a  percent  of  total  state  invest- 
ment earnings  allocated  to  the 
general  fund. 

Percent  of  general  fund  derived 
from  investment  earnings. 

Coal  trust  investment  earnings 
as  a  percent  of  total  general 
fund  revenues  (all  sources) 


1978 


$  ,177,000 


$10,663,503 


1.700% 


5.250% 


,001% 


1982 


$11,542,421 


$53,984,976 


21.400% 
16.860% 

3.600% 


State  investment  earnings  are  a  growing  source  of  non-tax  revenue,  and  one 
of  several  factors  \4iich  helped  Montana  avoid  increased  general  taxes  or 
drastically  curtailed  government  expenditures  during  the  nationwide  econcmic 
downturn  of  the  late  1970 's  and  early  1980 's.  Other  —  less  fortunate  — 
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states  have  suffered  by  conparison,  and  Montana  has  captured  and  maintained 
the  top  national  rating  for  state  government  fiscal  stability  in  the  annual 
Alexander  Grant  study  of  states'  business  climates. 

In  this  ccaitext  the  ability  of  the  coal  tax  trust  to  generate  a  substantial 
portion  of  the  revenue  needed  to  meet  the  expenses  of  the  coxrrent  generation 
can  be  seen  to  have  emerged  as  an  unstated,  undebated,  but  generally  accepted 
trust  purpose  —  the  second  evolutionary  step. 


POLICY  QUESTION:  What  fiscal  and  policy  inplications 
are  created  by  JMontana's  increasing  reliance  on  tjaist 
investment  income  to  support  current  government  opera- 
tions? 


As  the  notdnal  value  of  the  trust  climbed  (from  $6.3  million  in  1978  to 
$75.1  million  in  1981),  and  as  its  earnings  potential  became  more  clear, 
concern  was  raised  over  the  diminishing  purchasing  power  of  trust  deposits. 

In  1981,  the  47th  legislature  took  two  first  steps  toward  shoring  up 
that  power.  First,  it  amended  the  general  provisions  of  the  state's  unified 
investment  program  to  direct  the  program's  administrators  to  consider  the 
"preservation  of  purchasing  power  of  capital  during  periods  of  sustained 
high  monetary  inflation"  vAien  making  investment  decisions.  (17-6-201(1) ,  MCA) 

Secondly,  v^iile  structuring  the  enabling  law  for  a  coal  severance  tax  bonding 
(water  development)  program  that  would  use  a  portion  of  new  dedicated  trust 
receipts  to  make  necessary  bond  principal  and  interest  payments,  the  legislature 
inserted  into  that  law  a  section  providing  that:  "[Beginning  on  July  1,  1983, 
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the  legislature  shall  appropriate  15%  of  the  tncxane  and  earnings  fxxm  all 
(coal  tax  trust)  funds  to  be  deposited  to  the  cx^al  severance  tax  permanent 
fund  each  year."  (17-5-704,  MCA)  As  long  as  withdrawals  fron  the  bond  fund 
are  less  than  the  15%  "inccjne  and  earnings"  deposit,  the  principal  of  the 
trust  will  be  increased  scmewhat,  although  the  net  deposit  will  not  be 
adequate  to  offset  total  purchasing  paver  losses. 

Picking  up  the  lead  from  its  predecessor  session,  the  48th  Montana  legislature 
determined  to  explore  more  fully  the  operations  of  the  state's  unified  invest- 
ment system,  looking  at  (among  other  issues)  the  effect  of  inflation  upon 
various  funds,  including  the  pentenent  coal  tax  trust.  Joint  Interim  Sub- 
CoTTTiittee  No.  3  was  established  to  undertake  this  and  other  tasks,  and  sore 
of  the  evidence  and  recommendations  it  formulated  are  discussed  later  in 
this  report. 


POLICY  QUESTIOM:  Should  preservation  of  the  purchasing 
power  of  the  coal  tax  trust  be  a  major  consideration  in 
the  management  of  trust  assets? 


C.3.  Investment 

By  1982  public  policy  thinkers  had  begun  to  explore  a  third  possible  function 
for  the  coal  tax  trust  —  as  a  catalyst  for  new  investment  in  Montana's  econcmic 
developnent .  As  envisioned,  the  principal  of  the  trust  would  still  be  saved 
for  future  generations,  and  the  major  share  of  what  was  earned  on  that  principal 
would  still  be  made  available  to  support  current  government  operations.  In 
addition,  however,  a  portion  of  the  trust  would  be  invested  in  a  way  that 
would  begin  to  bring  about  positive,  long-term  structural  changes  in  the 
state's  econcray.  Future  generations,  then,  would  inherit  not  only  the  dollar 
assets  of  the  trust,  but  also  a  stronger,  healthier  Montana  in  which  to  use 
them. 


-14- 
Translating  their  ideas  into  action,  those  who  advocated  this  approach 
to  the  trust  gathered  enough  signatures  to  place  Initiative  No.  95  (1.-95) 
on  the  ballot  in  the  Novenber  general  election.  The  initiative  was  a  move- 
ment forward  on  four  fronts.  First,  it  defined  the  purpose  of  the  trust: 


Section  1.  Purpose  of  the  coal  tax  trust 
fund.  The  people  of  Montana  establish  that  the 
intent  of  t±ie  perrranent  coal  tax  trust  fund,  as 
created  by  Article  IX,  section  5,  of  the  Montana 
constitution,  is: 

(1)  to  ccnpensate  future  generations  for  the 
loss  of  a  valuable  and  depletable  resource  and  to 
meet  any  econardc,  social,  and  environmental  im- 
pacts caused  by  coal  development  not  otherwise  pro- 
vided for  by  other  coal  tax  sources;  and 

(2)  to  develop  a  stable,  strong,  and  diver- 
sified econcmy  which  meets  the  needs  of  Montana 
residents  both  new  and  in  the  future  vHiile  main- 
taining and  improving  a  clean  and  healtliful  en- 
vironment as  required  by  Article  IX,  section  1, 
of  the  Montana  constitution.   (10) 


Secondly,  it  changed  the  nature  of  the  trust.  No  longer  was  it  to  be  a 
passive  "revenue  generating  investment  base."  Instead  it  was  to  be  used 
to  acconplish  specific  goals: 

Section  2.  Use  of  the  coal  tax  trust  fund 
for  econonic  development.  Ctojectives  for  invest- 
ment of  the  permanent  coal  tax  trust  fund  are  to 
diversify,  strengthen,  and  stabilize  the  Montana 
econcmy  and  to  increase  Montanei  oxployment  and 
business  opportunities  while  maintaining  and  im- 
proving a  clean  and  healthful  environment.   (11) 

Third,  it  set  aside  a  certain  portion  of  new  trust  receipts  to  be  used  for 
in-state  investrrent  to  acccaiplish  the  trust's  stated  purpose: 

Section  3.  Investment  of  twenty-five  percent 
of  the  coal  tax  trust  fund  in  the  Montana  econcmy. 
(1)  Twenty- five  percent  of  all  revenue  deposited 
after  June  30,  1983,  into  the  permanent  coal  tax 


(10)  Secretary  of  State,  1982  Voter  Information  Pamp^ilet,  Helena,  Montana, 
1982,  page  23. 

(11)  Ibid.,  page  24. 
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trust  fund  established  in  17-6-203(5),  MCA, 
shall  be  invested  in  the  Montana  econcmy  with 
special  emphasis  on  investments  in  new  or  ex- 
panding locally  owned  enterprises. 

(2)  In  determining  the  probably  incone  to 
be  derived  fron  investment  of  this  revenue,  as 
required  by  17-6-201(1),  MCA,  the  long-term 
benefit  to  the  Montana  econotiy  shall  be  con- 
sidered.  (12) 


And,  finally,  it  created  an  econcxTiic  developnent  fund,  into  which  a  portion 
of  trust  incone  would  flew: 

Section  4.  Establishment  of  a  Montana 
economic  development  fund.  A  Montana  economic 
development  fund  is  created.  A  portion  of  the 
interest  incone  from  the  permanent  coal  tax  trust 
fund  created  in  section  17-6-203(5) ,  MCA,  shall 
be  deposited  in  the  fund  as  determined  by  the 
Legislature.  Monies,  if  any,  appropriated  by  the 
Legislature  from  the  Econonic  Development  Fund 
shall  be  used  only  for  programs  consistent  with 
the  objectives  in  (Section  2) .   (13) 

Once  more  it  is  instructive  to  review  the  pros  and  cons  presented  on  1-95 
in  the  1982  voter  information  pamphlet.  The  proponents'  basic  argument  was 
as  follows: 


Montana  controls  over  1.2  billion  dollars 
in  state  funds,  one  of  the  largest  sources  of 
capital  in  the  United  States.  Yet  almost  all  of 
this  money  (and  especially  the  Coal  Tax  Consti- 
tutional Trust  Fund)  is  sent  out  of  state  to  help 
create  jobs  in  other  states  and  foreign  countries. 

The  Board  of  Investments  has  had  successful 
experience  in  investing  in  Montana  mortgages  .  .  , 
in  certificates  of  deposit  in  Montana  banks,  and  in 
debentures  of  Montana  corporations.  We  believe 
Montana  would  benefit  if  more  state  money  and 
particularly  coal  trust  money  were  invested  in 
this  manner.  Other  investments  that  would  benefit 
the  Montana  econony  could  be  made  without  jeopard- 


(12)  Ibid. ,  page  24. 

(13)  Ibid.,  page  24. 
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izing  the  safety  of  the  principal. 

...  It  is  farsighted  to  use  our  coal  tax 
revenue  to  strengthen  and  diversify  our  economy 
to  minimize  the  economic  sliock  that  will  ccsnne 
v^ien  the  coal  is  gone.   (14) 

TVo  of  the  opponents'  ten  counter-arguments  dealt  with  those  issues: 

2.  The  Coal  Tax  Trust  F\ind  was  established 
to  benefit  future  generations.   1-95  uses  the 
money  new  for  high  risk,  speculative  ventures.  .  .  . 

7.  It  is  a  direct  siil^sidy  to  a  chosen  few,  at 
the  expense  of  Montana  Taxpayers,  as  these  funds 
could  instead  be  used  to  lower  taxes,  construction 
of  roads  or  state  buildings  or  other  state  projects, 
instead  of  unsound  loans.   (15) 

And,  finally,  the  proponents'  rebuttal  avcwed: 


It  is  the  present  systoii  of  investment  which 
igrKDres  future  generations;  we  invest  now  for  the 
highest  monetary  return  we  can  get,  and  we  spent 
(sic)  that  return.  1-95  proposes  to  invest  at  a 
sonetimes  lower  rate  of  return  when  that  will  lead 
to  greater  long-term  benefits  for  the  economy. 

When  high  interest  rates  are  causing  Montana's 
family  farms  and  small  businesses  to  fail  in  record 
numbers,  a  part  of  the  Coal  Trust  r\ind  should  be 
made  available  for  safe  investments  in  Montana.  As 
a  traditionally  capital  short  state  we  owe  this  much 
to  all  Montanans.    (16) 


When  the  election  was  over,  it  was  clear  viiat  Montana's  citizens  thought. 
1-95  passed  with  a  more  than  70%  affirmative  popular  vote,  and  the  coal 
tax  trust  fund  had  reached  its  third  evolutionary  step  —  as  an  active 
investment  vehicle  to  be  earployed  to  change  for  tlie  better  the  economic 


(14)  Ibid,  page  24. 

(15)  Ibid,  page  24. 

(16)  Ibid,  page  25. 
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condition  of  the  state  that  future  generations  would  inherit.  1-95 
sections  1  through  4  were  enacted  into  law  by  the  1983  legislative  session 
and  subsequently  codified  as  sections  17-6-303,  17-6-304,  17-6-305,  and 
17-6-331,  MCA,  respectively. 


D.  Unresolved  Issues 

In  sane  ways,  hcwever,  1-95  and  its  implementing  legislation  raised  nore 
questions  than  they  answered.  Both  the  "purpose"  and  "use"  sections  were 
sketched  in  the  broadest  of  terms,  and  at  least  six  critical  questions  were 
left  for  future  legislatures  to  debate  and  decide: 


POLICY  QUESTIOSI:  How,  specifically,  should  the  coal 
tax  trxist  be  invested  to  "diversify,  strengthen,  and 
stabilize  "  the  Montana  econoriy? 


POLICY  QUESTIOM:  How,  specifically,  should  the  trust  be 
used  to  "compensate  future  generations  for  the  loss  of 
a  valuable  and  depletable  resource  and  to  meet  any 
econcmic,  social,  and  environmental  inpacts  caused  by 
coal  development"  not  otherwise  provided  for? 


POLICY  QUESTION:  What  steps,  if  any,  beyond  the 
contribution  of  15%  of  trust  incare  and  earnings  to 
the  principal  should  he   taken  to  preserve  the  pur- 
chasing power  of  the  trust? 


POLICY  QUESTION:  What  are  the  most  appropriate  uses 
of  the  interest  earned  by  the  trust? 


POLICY  QUESTION:  Under  what  conditions  and  using  vAiat 
criteria  could  appropriation  of  all  or  a  portion  of  the 
trxist  principal  be  justified? 
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POLICY  QUESTION:  Given  t±ie  legislatively  defined 
purpose  of  the  trust,  how  should  management  policies 
(as  opposed  to  technical  investment  decisions)  be 
established  and  inpleinented? 

To  begin  the  exploration  of  the  ramifications  of  these  questions,  it  may 
first  be  useful  to  look  at  the  trust  fund's  current  structure  and  the  ways 
in  which  both  principal  and  interest  are  being  used  new  for  economic  develop- 
ment. 
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CHAPTER  II  —  Current  Coal  Tax  Trust  Structure  and  Uses 

A.  Elements  of  a  Trust 

A  trust  nay  be  defined  as  a  fiduciary  re- 
lationship in  which  one  person  holds  a  property 
interest,  subject  to  an  equitable  obligation  to 
keep  or  use  that  interest  for  the  benefit  of 
another.  .  .  . (A)  fiduciary  relation  is  one  in 
viiich  the  law  deinands  of  one  party  an  unusually 
high  standard  of  ethical  or  itioral  conduct  with 
reference  to  another.    (17) 

Montana  has  a  tradition  of  establishing  constitutional  trust  funds.  These 
public  trusts  share  many  characteristics  with  private  trusts,  but  differ  in 
some  inportant  ways. 


There  are  five  essential  ingredients  needed  to  form  any  trust: 

1.  the  settlor  (or  creator,  or  grantee)  —  v\*io  directs 

that  the  trust  be  established,  furnishes  the  property  to  be  held  in  trust, 
designates  the  trustee  and  the  beneficiaries,  and  writes  the  terms  of  the 
trust; 

2.  the  trustee  —  the  individual  or  entity  vrfiich  holds  the  trust 
prcperty,  subject  to  certain  general  or  specific  duties  owed  to  the  bene- 
ficiaries. "All  trustees  are  subject  to  oanron  law  duties  and  equitable 
rules  or  principles  which  in  some  instances  have  been  codified  by  statute. 


(17)  Bogert,  G.,  The  Law  of  Trusts  and  Trustees,  Section  1,  1980. 


-20- 
For  exanple,  the  txustee  must  not  personally  profit  from  his  administration 
of  the  trust."   (18)  The  specific  conditions  are  tjiose  inposed  by  the  terros 
of  the  trust. 

3.  the  beneficiaries  —  those  for  v\*iose  benefit  the  trust  is 
managed.  These  may  be  specific,  named  parties,  or  they  may  be  parties 
v\^x>  benefit  from  the  general  charitable  activities  of  a  trust  established 
for  such  a  purpose.  If  there  is  no  specific  beneficiary  to  enforce  the 
proper  performance  of  the  trustees'  duties,  that  responsibility  falls  upon 
a  public  official,  u<3ually  the  attorney  general. 

4.  the  trust  property  —  the  assets  of  the  tioist;  and 

5.  the  terms  of  the  trust  —  specified  by  the  settlor,  and 
identifying  the  purpose  of  the  trust  and  any  conditions  placed  upon  it. 

The  settlor  may  reserve  to  itself  certain  powers  relating  to  the  administra- 
tion of  the  trust,  or  bestow  them  upon  a  third  party,  or  reserve  the  right 
to  subsequently  modify  or  revoke  the  trust. 

Private  trusts  generally  are  of  limited  duration,  ending  v^en  their  purpose 
has  been  accorplished  —  the  beneficiary  children  have  been  educated  or 
have  reached  adulthood,  the  beneficiary  cat  has  died,  etc.  At  that  point 
the  principal  of  the  trust  de^/olves  upon  tlie  remainderman  (specified  in 
or  definitely  ascertainable  frcin  the  terms  of  the  trust) ,  and  the  trust 
ceases  to  exist.  Seme  private  trusts,  however,  are  perpetual  —  those  for 
the  maintenance  of  grave  sites,  for  instance  —  as  are  many  charitable  trusts. 


(18)  Ibid,  Section  541. 
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Public  trusts  frequently  are  perpetual. 

The  trustees'  responsibilities  are  first  and  foremost  to  preserve  the 
trust  principal,  and  secondly  to  maximize  the  return  on  the  trust  consistent 
with  the  goals  to  be  achieved.  Proceeds  are  to  be  disbursed  in  a  wise  and 
prudent  manner,  according  to  the  trust  terms.  Trustee  responsibilities  may 
be  divided,  as  is  frequently  done  in  large  bank  trust  departments,  v^ere  a 
trust  investment  ccmmittee  is  responsible  for  investment  decisions,  vMle  a 
trust  administration  department  deals  with  the  needs  of  beneficiaries. 

In  the  case  of  the  permanent  coal  tax  trust,  the  settlors  were  the  citizens 
of  Montana,  acting  both  directly  by  their  vote  on  the  consitutional  amend- 
ment, and  indirectly  through  the  irtplementing  actions  of  their  elected  legis- 
lators. The  trust  property  is  that  portion  of  the  coal  severance  tax 
deposited  in  the  fund,  plus  any  inccme  or  interest  earnings  added  to  it. 
The  state  Board  of  Investments  and  the  Montana  Econcmic  Develcpnent  Board 
(which  administers  the  in-state  investment  fund  created  to  irrplanent  Initiative 
95)  act  as  trustees  insofar  as  the  making  of  trust  investment  decisions.  It 
is  not  clear,  however,  v^o  is  responsible  for  the  policy  setting  function,  for 
deciding  how  the  trust  should  be  managed  to  best  meet  the  needs  of  its 
beneficiaries.  The  authority  given  to  the  Montana  Econcmic  Developnent  Board 
to  prepare  this  report  on  potential  uses  of  the  trust  for  econoiiic  develojnient 
ocxnes  close  to  giving  the  MEDB  a  policy  role.  The  legislature  and  its  Coal  Tax 
Oversight  Ccmmittee  have  also  provided  sorie  of  the  policy  guidance  vAiich  in  a 
private  trust  would  come  frcm  the  board  of  trustees. 


POLICY  QUESTION:  Who  are  —  or  should  be  —  the 
trustee (s)  of  the  permanent  coal  tax  trust  fund? 
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The  terms  of  the  trust  are  defined  in  varioios  sections  of  Montana  law,  the 
most  irtportant  of  which  are: 

17-5-703,  which  specifies  the  funds  into  which  the  trust  is  to 
be  divided; 

17-5-704,  which  directs  that  funds  must  be  invested  in  accordance 
with  certain  investment  standards; 

17-6-304,  which  defines  the  objectives  for  investment; 

17-6-305,  which  directs  that  25%  of  all  revenues  deposited 
after  June  30,  1983,  into  the  permanent  fund  be  invested  in  the  Montana 
econany; 

17-6-201,  which  inandates  that  funds  "be  administered  by  the 
bocurd  of  investments  and  the  Montana  econanic  development  l:x5ard  in  accordance 
with  the  rules  provided  .  .  .  and  with  that  degree  of  judgment  and  care,  under 
circumstances  from  time  to  time  prevailing,  which  people  of  prudence,  discretion,  \ 
and  intelligence  exercise  in  the  managatient  of  their  own  affairs,  not  for 
speculation  but  for  investment,  considering  the  prcfoable  safety  of  their 
capital  as  well  as  the  probable  incone  to  be  derived,  and  preservation  of        | 
purchasing  paver  of  capital  during  periods  of  high  monetary  inflation"  (the 
"prudent  man"  rule,  in  a  sonewhat  modified  form) ;  and 

17-6-211,  v^ich  enumerates  the  permissible  investments  (the  so- 
called  "laundry  list"  of  securities,  bonds,  notes,  debentures,  carmercial 
paper,  etc.) ,  and  provides  that  the  Montana  economic  developnent  board  in 
addition  may  invest  the  in-stat^  investment  fund  in  "any  in-state  investment 
authorized  by  its  rules". 

B.  Coal  Tax  Trust  Fund  Deposits  and  Earnings  (Historic  and  Projected) 

The  primary  source  of  trust  fund  assets  is  the  coal  severance  tax,  although 


Total  Revenues 
(in  $000) 

Deposits  to 
the  Trust  Fund 

$  33,624 

$  6,262 

42,049 

10,627 

75,125 

23,024 

70,415 

35,208 

86,187 

43,093 

80,045 

40,022 

82,823 

41,412 
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interest  and  income  earned  and  re-deposited  will  be  of  increasing  inportance 
as  the  fund  grows.  Coal  producers  calculate  their  severance  tax  quarterly, 
tesed  on  actual  production  tonnage,  and  pay  the  tax  to  the  state  Department 
of  Revenue  within  30  days  after  the  end  of  each  quarter.  Total  taxes  paid 
and  deposited  since  1978  are  as  follows: 

Fiscal  Year 
Ended  6/30 

1978 
1979 
1980 
1981 
1982 
1983 
1984 

Source:  Department  of  Revenue 

As  of  June  30,  1984,  the  investments  of  the  coal  tax  trust  fund  administered 
by  the  Board  of  Investments  stood  at  a  book  value  of  $192,248,725,  and  had 
an  estimated  market  value  of  $176,827,047.  The  Montana  in-state  investment 
fund  (administered  by  the  Montana  Econcsnic  Developjnent  Board)  had  a  book 
value  of  $10,228,914,  and  an  estimated  market  value  of  $9,993,928. 

Office  of  Budget  and  Program  Planning  estimates  of  expected  revenues  and 
deposits  through  the  end  of  the  decade  are: 


Fiscal  Year 
Ended  6/30 

1985 

1986 

1987 

1988 

1989 

1990 


If  revenues  continued  to  grow  at  7%  per  year,  revenues  and  deposits  through 


Total  Revenues 

Deposits  to 

(in  $000) 

the  Trust  Fund 

$  99,730 

$49,865 

103,919 

51,960 

110,280 

55,140 

117,742 

58,871 

127,773 

63,886 

140,261 

70,130 
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Total  Revenues 
(ij:i  $000) 

Deposits  to 
the  Trust  Fund 

$150,079 

$  75,039 

160,585 

80,292 

171,826 

85,913 

183,854 

91,927 

196,723 

98,361 

210,494 

105,246 

225,229 

112,614 

240,995 

120,496 

257,864 

128,932 

275,915 

137,957 

the  year  2000  would  be: 

Fiscal  Year 
Ended  6/30 

1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 
2000 


Investment  earnings  on  the  trust  for  the  last  five  years  have  been: 

Fiscal  Year  Earnings 

Ended  6/30  (in  $000) 

1980  $  2,118 

1981  7,494 

1982  11,542 

1983  18,467 

1984  22,291 

Source:  Department  of  Revenue 

Using  the  revenue  and  deposit  growth  figures  shewn  above,  assuming  that  15% 

of  annual  income  is  reinvested  as  principal,  and  that  an  incone  yield  of 

12%  is  achieved  (the  average  for  the  last  four  years  has  been  14.15%) ,  the 

following  rough  projections  of  earnings  can  be  made: 

Fiscal  Year  Earnings 

Ended  6/30  (in  $000) 

1985  $  24,359 

1986  30,781 

1987  37,571 

1988  44,864 

1989  52,736 
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Fiscal  Year  Earnings 

Ended  6/30  (in  $000) 

1990  $  61,351 

1991  70,871 

1992  81,152 

1993  92,248 

1994  104,218 

1995  117.125 

1996  131,036 

1997  146,024 

1998  162,167 

1999  179,545 

2000  198,249 


O.  Current  Trust  Uses  and  Investments  for  Econonic  Developcnent 
C.l.  Coal  Severance  Tax  (Water  tPeveloprvent)  Bonds 

The  first  major  use  of  the  pemianent  coal  tax  trust  fund  for  econonic  develop- 
ment was  the  legislative  enactment  of  Ch.  505,  Laws  of  Montana  (1981) ,  which 
created  three  funds  within  the  trust:  (1)  a  coal  severance  tax  bond  fund; 
(2)  a  coal  severance  tax  permanent  fund;  and  (3)  a  coal  severance  tax  incone 
fund. 

New  revenues  flowing  into  the  trust  (50%  of  total  coal  severance  tax  col- 
lections) are  deposited  first  into  the  coal  severance  tax  bond  fund.  That 
fund  is  pledged  to  the  payment  of  principal  and  interest  on  all  state-issued 
coal  severance  tax  bonds. 

The  state  board  of  examiners  has  authority  upon  approval  of  a  two- thirds  (2/3) 
vote  of  both  houses  of  the  legislature  to  issue  and  sell  such  bonds  to  finance 
water  resource  development  projects  (17-5-706, MCA) .  These  projects  and  activities 
are  to  be  "designed  to  provide,  during  and  after  extensive  coal  mining,  a 
healthy  exxjnany,  the  alleviation  of  social  and  economic  iirpacts  created  by 
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cxDal  development,  and  a  clean  and  healthful  environment  for  present  and 
future  generations."  Total  bonds  issued  under  this  authority  may  not  exceed 
$250  million  (17-5-719,  MCA),  and  currently  only  the  issuance  of  $72,946,635 
in  bonds  has  been  authorized. 

Deposits  to  the  coal  severance  tax  bond  fund  are  held  there  for  six  months, 
and  dxoring  that  time  are  invested  through  the  state  Short-Term  Investment 
Pool  (STIP) .  Average  yield  on  STIP  funds  in  fiscal  year  1984  was  10.60%, 
conpared  with  a  14.42%  yield  on  the  permanent  coal  tax  trust  fund  itself. 
Clearly  the  bond  fund  mechanism  results  in  less-than-cptimum  earnings  being 
achieved  with  trust  assets.  The  trade-off,  of  course,  is  that  the  existence 
of  the  fund  reassures  bond  holders  as  to  the  security  of  their  investment, 
thereby  enhancing  the  attractiveness  and  saleability  of  tlie  bends. 

Each  Deconber  31  and  June  30  all  money  in  the  bond  fund,  is  transferred  to  the 
coal  severance  tax  permanent  fund,  except  for  the  amount  needed  to  meet  all 
*   principal  and  interest  payments  on  bonds  payable  from  the  severance  tax  on 

the  next  ensuing  semiannual  payment  date.  Because  an  interest  subsidy  is  offered 
by  the  state  to  the  participating  water  development  projects,  some  trust  funds 
must  always  be  drawn  down  to  make  those  payments.  Investment  income  earned  on 
amounts  in  the  bond  fund  is  transferred  to  the  coal  severance  tax  incone  fund 
as  it  is  received.  Neither  the  amounts  in  the  inccsme  fund  nor  in  the  permanent 
fund  are  pledged  for  payment  of  the  bonds. 


i 


POLICY  QUESTICW:  Should  a  similar  coal  tax  trust 
reserve  mechanism  be  used  to  back  bonds  for  projects 
other  than  water  development  (ex.,  conposite  industrial 
development  revenue  bonds  issued  by  the  Montana  Econ- 
omic Development  Board) ? 
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POLICY  QUESTiasi:  To  maximize  investment  earnings, 
should  the  amount  of  money  held  in  the  bond  fund 
be  reduced  to  just  that  amount  needed  to  meet 
all  principal  and  interest  payments  on  outstanding 
bonds  due  in  the  current  year? 


Finally,  a  debt  service  account  is  created  for  each  bond  issuance.  Project 
revenues  (repayments  of  principal  and  interest  on  water  resource  development 
loans  made  with  bond  proceeds)  are  deposited  into  this  account  and  are  used 
to  make  the  semieinnual  payments  to  bondholders.  Should  revenues  fall  short 
of  debt  service  requirements  (which  they  will) ,  the  deficiency  is  to  be  made 
up  fron  tax  receipts  held  in  the  bond  account.   (See  Figure  2) 

The  water  developnent  bond  sale  made  in  August,  1984,  totalled  $10,485,000. 
Proceeds  were  expected  to  be  applied  as  follows: 

Project  costs  $  9,558,445 

Deposit  to  the  Debt  Service  Reserve  Acct.    602,812 

Underwriters'  discount  and  issuance  costs    323,743 

$10,485,000 

According  to  the  general  and  supplemental  resolutions  used  for  this  sale, 
an  amount  of  bond  proceeds  and  coal  tax  trust  revenues  equal  to  the  maximum 
annual  principal  and  interest  due  on  all  outstanding  bonds  must  be  held  in  a 
debt  service  reserve  account.  In  addition  to  the  $602,812  derived  from  the 
proceeds  of  the  sale,  the  establishment  of  this  fund  also  necessitated  the 
use  of  $602,812  in  trust  funds. 

Proceeds  of  the  sale  will  finance  purchase  of  local  revenue  bonds  issued  by 

16  local  government  entities,  political  subdivisions,  and  water  users'  associa- 


Figure  2 
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tions  to  finance  the  construction  of  various  water,  sewer,  irricration,  and 
dam  rehabilitation  proiocts.  The  interest  rates  on  the  loans  were  set  bv  the 
lecfislature  on  the  basis  of  financial  need,  and  carry  rates  ranqinn  fron  3  percent 
to  the  rate  at  which  the  Series  A  bonds  were  offered  (6  3/4  percent  to  10  1/4  per- 
cent) .  The  terms  of  the  loans  will  not  exceed  the  iiseful  life  of  the  project 
beincf  financed  or  40  years,  v\^ichever  is  less. 

Total  debt  service  requirements  for  the  bonds  through  the  year  2006  will  be 
$25,610,548,  includinq  $15,125,548  in  interest  payments.  The  official  statement 
for  the  issuance  savs,  "It  is  expected  that  the  1984  Series  A  Pledqed  Project 
Revenues  will  not  be  sufficient  to  pav  all  of  the  debt  service  on  the  1984  Series 
A  Bonds,  and  that  part  of  such  debt  service  will  be  paid  from  Pledqed  (Coal)  Tax 
Revenues."  Debt  service  reciuirenents  and  anticipated  project  revenues  throuqh 
1990  are  projected  by  the  Department  of  Natural  Resources  and  Conservation  to  be: 


Year 

Debt  Service 

Anticipated 

Endinq 

Reqi,;iroments 

Project  Revenues 

Shortfall 

June  30 

(in  $000) 

(in  $000) 

(in  $000) 

1985 

$1,079.3 

$  690.7 

$388.5 

1986 

1,157.3 

854.8 

302.5 

1987 

1,156.4 

854.8 

301.6 

1988 

1,155.4 

854.8 

300.6 

1989 

1,154.3 

854.8 

299.5 

1990 

1,153.0 

897.83 

299.2 

(a)  At  the  end  of  the  fifth  year,  interest  rates  on  many  of  the  under Ivinq 
revenue  bonds  are  scheduled  to  increase. 

POLICY  ISSUE:  The  use  of  coal  tax  trust  fimds 
to  make  up  revenue  shortfalls  resultinq  from 
interest  rate  subsidies  under  the  water  develop- 
ment bondinq  proqram  constitutes  the  first  actual 
appropriation  and  expenditure  of  funds  permanently 
reducing  the  trust's  principal. 

Shortfalls  will  be  made  up  from  tax  receipts  held  in  the  bond  account.  DNRC 
estimates  that  proposed  projects  for  the  1986-87  biennium  would  increase  the 
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shortfall  amount  by  another  $355,000  per  year  for  20  years  (if  ail  30 
projects  are  approved  and  constructed) .  In  addition,  the  trust  would  be 
drawn  upon  to  increase  the  size  of  the  debt  service  reser\^e  fund- 

It  is  not  possible  to  quantify  precisely  the  economic  developnent  iitpact 
of  the  various  projects  being  financed.  $6,619,070  is  to  be  used  by  12 
ccsmiunities  or  districts  with  non-existent  or  severely  deficient  water 
and/or  sewer  systems  to  install  new  or  correct  existing  systans.  Presumably 
the  improvonents  are  necessary  to  facilitate  any  industrial,  cormercial,  or 
residential  expansion  in  the  target  conmunities  (mainly  in  western  and 
central  Montana)  and  may  be  needed  to  support  existing  productive  uses. 

Another  $2,430,000  will  support  the  conversion  of  9,300  acres  fron  pumped 
sprinkler  to  gravity  flew  systans  to  reduce  electricity  and  maintenance 
costs.  The  end  result  should  be  lower  production  costs  for  the  agricultural 
users  of  the  two  affected  districts  (in  soutfiwestem  and  southeastern  Montana)  . 
Agricultural  producers  will  benefit  likewise  from  a  $555,000  project  to 
rehabilitate  a  water  system  irrigating  42,000  acres  and  servicing  several 
rural  ccnmunities  and  fron  a  $250,000  spillway  and  dam  improvanent  effort  on 
an  irrigation  storage  reservoir.  Both  projects  are  in  central  Montana. 

C.2.  Montana  Board  of  Investments 

Once  tax  receipts  are  released  from  the  coal  severance  tax  bond  fund,  75% 

of  them  are  deposited  in  the  coal  tax  permanent  trust  fund  (administered  by 

the  Board  of  Investments)  and  25%  in  the  in-state  investment  fund  (that  portion 

of  the  permanent  fund  administered  by  the  Mantana  Econanic  Develcpnent  Board)  . 
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At  tho  end  of  Fiscal  Year  1984,  the  Board  of  Investments  reported: 


Total  assets  of  the  Coal  Trust  Fund  grew  by 
21. 2 o  to  $192.2  million.   Investment  incone  increased 
by  20.2%  to  $23.6  million.  The  incone  yield  was 
14.42°s  compared  to  15.33%  last  year.  The  yield 
dropped  due  to  lower  reinvestment  rates  for  called 
and  sold  bond  proceeds.    (19) 


As  of  June  30,  1984,  the  Board  of  Investments  had  invested  the  $192,248,725 
in  its  portion  of  the  fund  as  follows: 

Corporate  Bonds 

Industrial  $44,125,765 

Banks  and  Insurance  5,881,674 

Other  Financial  Institutions      2,617,302 

Transportation  (excl.  Railroads)   5,236,140 

Railroads  2,315,269 

Utilities  62,834,674 

Canadian  17,912,730      $140,923,554 

Government  Bonds  23,508,260 

Government  Agencies  16,835,523 

SBA  Guaranteed  Ijoans  904,583 

Short  Term  Investment  Pool  10,076,805 

$192,248,725 


SBA  gu^u:anteed  loans  to  Montana  borrowers  (of  which  $408,991  were  purchased 
in  Fiscal  Year  1984)  comprised  0.4%  of  the  fund's  assets  (the  same  percentage 
as  in  the  previous  fiscal  year) ,  while  Federal  Aviation  Administration- 
guaranteed  loans  to  Big  Sky  Transportation  were  0.8%  of  the  fund  (down  from 
1%  in  Fiscal  Year  1983) .  The  remainder  of  the  fund  was  invested  in  debt 
securities  of  firms  or  government  agencies  based  outside  the  state.   (Seme 
of  those  firms,  it  should  be  pointed  out,  do  maintain  plants  or  facilities 


(19)  State  of  Montana  Board  of  Investments,  "1983-84  Fiscal  Year  Report", 
Helena,  Montana,  1984,  page  18. 
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in  Montana.  These  include,  but  are  not  limited  to,  K  Mart,  J.  C-  Penney, 
St.  Regis  Paper,  Burlington  Northern,  Exxon,  and  Mountain  States  Telef*ione.) 

The  Montana  constitution  does  not  permit  the  trust  fund  to  be  invested  in 
equity  instruments  (preferred  and  ccmmon  stock) ,  although  the  investment  of 
state  retirement  funds  and  bequests  to  the  state  is  not  similarly  restricted. 
A  constitutional  amendment  that  would  have  allowed  expanded  investment  in  equity 
securities  failed  to  pass  in  the  1982  general  election. 

There  is  no  question  that  the  Board  of  Investment's  investments  have  produced 
excellent  returns  for  the  coal  tax  trust  fund  —  in  spite  of  the  constitutional 
restriction  on  equity  investments  and  the  necessity  of  investing  new  deposits 
in  STIP  during  the  period  they  are  held  in  the  coal  severance  tax  bond  fund. 
There  has  been  sane  debate,  however,  over  the  manner  in  which  the  Board 
determines  trust  inocme.  At  issue  is  the  allocation  of  capital  gains  on 
bond  swaps. 

A  Etecember  28,  1983,  Montana  Legislative  Council  report  prepared  for  Interim 
Joint  Subconmittee  No.  3  explains  the  problesii: 


Disposition  of  gains  on  bond  swaps  is  regarded  by 
(a  state  official  who  has  observed  the  investnent  operations 
for  several  years)  and  others  as  a  situation  in  which  the 
board's  procedures  are  in  conflict  with  the  long-term  well 
being  of  the  state.  Citing  an  attorney's  opinion  and  a 
departmental  memorandum  as  authority,  the  board  treats  the 
profit  on  bond  swaps  as  income  and  disburses  it  to  the 
general  fund  from  v^ich  it  is  appropriated  to  meet  ordinary 
ejqjenses.  An  opposing  school  of  thought  holds  that  the 
difference  between  cost  and  selling  price  is  actually 
capital  appreciation  and  should  go  back  to  the  fund  from 
vAiich  the  original  investment  came  as  an  increase.  The 
current  practice  not  only  denies  the  original  fund  the 
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growth  that  will  yield  added  dividends  in  future 
years  but  exaggerates  the  actual  return  on  current 
investments . 


Those  maintaining  that  profits  on  such  transactions  should  be  added  to  the 
principal  of  the  trust  cite  Section  233.1  of  Scott's  Law  of  Trusts: 


Ordinary  current  receipts  from  the  trust 
property  are  income.  The  income  includes  the  return 
produced  by  capital  v\^ich  does  not  impair  it,  but 
does  not  include  returns  which  represent  an  accretion 
to  capital.  Thus  interest  on  bonds  and  on  notes  and 
other  securities  and  obligations,  ordinary  dividends 
on  shares  of  stock,  rentals  received  from  leases  of 
land,  farm  crops,  and  the  like,  are  incone. 

On  the  other  hand,  profits  on  the  sale  or  ex- 
change of  any  part  of  the  principal  are  ordinarily 
principal.  If  the  trustee  of  land  sells  the  land 
at  a  profit  over  the  inventory  price,  or  where  he 
has  purchased  the  land  for  the  trust,  over  the  purchase 
price,  the  profit  is  principal.  So  also  are  profits 
on  the  sales  of  shares  of  stock  or  other  securities.  .  . 


At  the  January  12,  1984,  meeting  of  Subcctrmittee  No.  3,  Senator  Thoras  Towe 
asked  James  Howeth,  Board  of  Investment  investment  officer,  to  address  the 
question.  According  to  the  minutes  of  that  meeting: 


Howeth  said  (treating  capital  gains  on  the 
appreciation  of  bonds  as  income)  is  standard  account- 
ing practice.  Senator  Towe  said  there  is  some  dis- 
pute about  whether  this  is  "standard  accounting 
practice",  and  that  he  would  like  to  have  Mr.  Howeth 
explain  further.  Jim  Howeth  said  there  is  no  dispute 
about  it,  and  he  could  only  suggest  using  txust  account- 
ing, in  which  a  trust  is  established  for  a  beneficiary. 
He  said  that  there  has  to  be  a  line  between  principal 
and  interest,  and  in  a  trust  it  is  designated  what  is 
principal  and  what  is  income;  but  in  generally  accepted 
accounting  principles,  capital  gains  are  treated  as 
income.  He  said  that  unless  there  is  a  specific  law 
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that  capital  gains  are  to  be  treated  as  principal, 
the  board  cannot  do  anything  other  than  what  it  is 
presently  doing. 


POLICY  QUESTION:  Should  capital  gains  on  investments 
be  allocated  to  trust  inccme  or  principal?  (Any 
future  amendment  of  the  constitution  to  permit  the 
making  of  equity  investments  with  coal  tax  trust 
funds  would  make  the  resolution  of  this  question 
particularly  important.) 


The  ramifications  of  such  a  change  in  accounting  practices  would  be  two- 
fold. First  the  addition  of  capital  gains  on  bond  sales  to  the  principal  of 
the  trust  would  help  to  offset  the  inflation-caused  erosion  of  the  trust 
principal.  On  the  other  hand,  the  amounts  thus  re-deposited  would  no  longer 
be  available  to  each  legislature  for  appropriation  for  current  use.  The 
December  28,  1983,  Legislative  Council  report  includes  the  same  un-named 
state  official's  opinion  of  that  situation. 


If  investment  incane  is  being  unwisely  credited 
to  interest  ratlier  than  to  capital  appreciation,  the 
Legislature  itself  may  be  the  culprit  in  this  situation 
because  it  acts  almost  like  a  junkie  with  an  addiction 
for  coal  tax  trust  fund  interest.  The  high  earnings 
fron  that  and  other  funds  flowing  into  the  general 
fund  in  recent  years  has  relieved  the  Legislature  of 
considerable  pressure  for  tax  increases  that  would 
otherwise  have  been  needed  to  meet  steadily  growing 
expenditures.  The  Legislature  can  mandate  the  disposal 
of  bond  swap  profits,  and  if  the  lawmakers  continue 
to  deposd.t  them  in  the  general  fund  tlie  erosion  of 
the  true  value  of  the  trust  fund  will  he  blessed  by 
legislative  sanction. 


The  second  major  issue  regarding  the  Board's  investment  of  the  coal  tax  trust 
is  the  small  percentage  of  those  investments  being  made  in  Montana.  In  a 
June  22,  1981,  letter  discussing  total  state  investments,  investment  officer 
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Hcweth  pointed  out: 


The   statutes  and  the  "Prudent  Man  Rule" 
provide  our  guidelines.  There  is  only  one 
cxDrporation  domiciled  in  Montana  with  an  "A"  rating 
on  their  debentures.  We  liave  invested  in  Big  Sky 
Airlines,  although  the  debt  instrument  is  guaranteed 
by  the  FAA.  We  have  purchased,  since  the  beginning, 
nearly  90  percent  of  all  Montana  residential  mort- 
gages offered  to  us  by  Montana  financial  institu- 
tions ....  Almost  60  percent  of  all  conmercial 
mortgages  have  been  purchased.  Montana  certificates 
of  deposit  are  purchased  exclusively  .... 


The  Board  has  long  maintained  that  it  is  neither  qualified  nor  pre-disposed 
to  enter  non-traditional  or  "social"  investment  arenas.   In  an  April  6,  1981, 
letter  to  a  concerned  citizen.  Dean  H.  Albert,  then-chairman  of  the  Board, 
stated: 


One  of  the  problems  that  I  do  see  in  (your) 
specific  suggestions  is  that  it  would  appear  to  me 
to  require  a  highly-sophisticated  individual  vAio  is 
knowledgeable  in  those  particular  types  of  opera- 
tions, and,  certainly,  our  staff  does  not  have  that 
present  capability,  and  we  do  find  that  the  legis- 
lature, while  cooperative,  has  not  given  us  a  great 
deal  of  latitude  in  developing  the  extended  use  of 
outside  investment  counsel. 

.  .  .  (Xar  philosophy  has  been  that  the  principal 
of  the  Coal  Tax  Funds  should  be  held  in  perpetuity 
to  scxne  future  date  when  scare  future  Legislature  may 
undertake  to  use  those  funds  for  seme  specific  piorpose 
for  future  generations.   In  the  meantime,  however, 
since  those  funds  are  drawing  interest  which  the 
Legislature  appropriates  for  a  variety  of  purposes, 
it  seems  important  that  we  should  obtain  the  highest 
prudent  yield  available. 


And  in  a  June  22,  1981,  manorandum  to  the  director  of  the  Department  of 
Administration,  Howeth  responded  to  the  director's  question  "What  is  our 
position  regarding  using  trust  funds  to  prcmote  economic  development?"  with 
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the  answer,  "Social  investments  should  be  appropriated  by  the  Legislature 
and  ranoved  fron  the  Board  of  Investanents '  responsibility." 

In  the  last  few  years  there  has  been  some  modification  in  the  Board's  position. 
At  the  request  of  the  Board,  the  1983  legislature  passed  House  Bill  371,  adding 
the  following  item  to  the  "laundry'  list"  of  permissible  investments  as 
catalogued  in  17-6-211(1) (a) -(f) : 


(g)  any  other  investment  in  any  business 
activity  in  tlie  state,  including  activities  that 
continue  existing  jobs  or  create  new  jobs  in 
Montana,  provided  that  investments  which  do  not 
meet  the  requirements  of  subsections  (1)  (a)  through 
(1) (f )  may  not,  in  the  aggregate,  exceed  10%  of  the 
fund  fron  vAiich  each  such  investment  is  irede. 


The  potential  impact  of  this  authorization  is  enormous,  since  total  assets 
nonaged  by  the  Board  exceeded  $1.75  billion  as  of  June  30,  1984.  At  the 
same  time,  the  Board  held  $99,754,418  (5.6%  of  its  assets)  in  Montana  mortgages 
'  and  SBA  guaranteed  loans  and  had  $32,150,000  (1.8%  of  assets)  in  certificates 
of  deposit  in  Montana  financial  institutions,  investments  which  would  have 
been  allcwable  even  before  passage  of  House  Bill  371.  Under  the  new  bill's 
provisions,  the  Board  could  more  than  double  its  investments  in  Montana  and  still 
not  exceed  allcwable  limits. 

While  the  creation  of  the  in-state  investment  fund  clearly  gave  the  Montana 
Economic  Development  Board  tlie  lead  role  in  investing  coal  tax  trust  funds 
in  Montana,  the  adoption  of  HB  373.  gave  similar  responsibilities  for  other 
funds  (some  of  \«^ich  have  no  equity  investment  restrictions)  to  the  Board 
of  Investments.  At  a  February  22,  1984,  meeting  of  Interim  Joint  Subcotmittee 
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No.  3  and  the  Coal  Tax  Oversight  Conmittee,  Board  of  Investments  chairman 
Joseph  B.  Reber  reported  that  only  three  loan  applications  had  been  received 
and  considered  under  the  HE  371  authorization,  and  all  had  been  rejected  as 
bad  investments.  Subsequently  the  Board  carmitted  itself  to  guarantee 
$6.3  million  in  industrial  revenue  bonds  for  an  $8.3  million  resort/convention 
center  project,  contingent  upon  the  applicant's  ability  to  meet  certain 
conditions  of  the  financing.   (20)  The  Montana  Econanic  Development  Board 
also  agreed  to  participate  in  the  project  with  $1  million  of  its  coal  tax 
trust  funds,  if  the  sarcG   conditions  could  be  met. 

In  order  to  remove  scnie  of  the  statutory  restraints  on  Board  investing. 
Interim  Joint  Subcamdttee  No.  3  will  sponsor  legislation  in  the  1985 
session  to  sutmit  to  the  electors  an  amendment  to  Article  VIII,  Section  13, 
of  the  Montana  constitution  which  would  ronove  the  "laundry  list"  restrictions 
on  investment  of  public  funds  and  substitute  the  "prudent  expert"  principle 
for  the  current  modified  "prudent  man"  rule.    (21) 

While  such  an  amendment  would  provide  the  Board  of  Investments  with  considerable 
more  latitude  and  flexibility  in  the  making  of  investment  decisions,  the  move 
in  and  of  itself  would  not  produce  more  in-state  economic  developinent  activity. 
An  aggressive  "investment  for  development"  program  also  would  be  required  — 
to  set  target  goals;  develop  appropriate  investment  policies,  mechanisms,  and 
evaluation  criteria  (consistent  with  the  prudent  expert  principle) ;  and  market 
the  program.  These  activities  would  be  time  consuming  and  no  doubt  would  require 
the  addition  of  sane  new  personnel  to  the  Board's  staff,  but  they  could  be 


(20)  On  October  19,  1984,  Attorney  General  Mike  Greely  responded  to  the  request 
of  the  Board  of  Investments  to  determine  whether  a  guaranty  of  principal  and 
interest  on  a  bond  constituted  a  permissible  investment.  Greely 's  letter  read, 
in  part,  "(I)t  is  my  opinion  that  a  guaranty  or  similar  comnitment  which  places 
money  at  risk  for  a  return  of  incotie  can  be  an  investment  under  the  provisions 
of  17-6-201(1),  l^CA." 

(21)  This  issue  will  be  discussed  in  more  detail  beginning  at  page 
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accotplished.  Several  potential  cations  axe  discussed  later  in  this  report. 
"Hie  present  Board  seeins  determined  to  increase  its  in-state  investments, 
and  if  suitable  investment  opportunities  can  be  found,  the  percentage  of 
Board- administered  assets  placed  in  Montana  should  rise. 

Nteanwhile,  investment  of  at  least  a  portion  of  the  coal  tax  trust  fund  for 
eoononic  development  purposes  has  begun  through  the  ef foi~ts  of  the  Montana 
Economic  Development  Board. 


C.  3.  Montana  Economic  Development  Board 

Recognizing  that  the  in-state  investment  program  itendated  by  Initiative  95 
represented  a  significant  departure  fron  traditional  state  investment  activities 
and  called  for  new  program  strategies,  the  1983  legislature  created  a  Montana 
Econonic  Development  Board  (MEDB)  ,  allocated  to  the  Department  of  Comierce 
for  administrative  purposes  only.  The  MELB: 


is  composed  of  seven  members,  to  be  appointed 
by  the  governor  ....  The  board  must,  be  broadly 
representative  of  the  state,  seeking  to  balance  pro- 
fessional expertise  and  public  interest  and  account- 
ability and  shall  include  at  least  one  person  repre- 
senting each  cf  the  following: 

(a)  the  financial  carmunity; 

(b)  small  business; 

(c)  agriculture;  and 

(d)  labor.  (2-15-1805(2),  MCA) 


The  MEDB  is  subject  both  to  the  modified  "prudent  man"  rule  and  to  the  "laundry 
list",  but  may  also  invest  "in  any  other  type  of  in-state  investment  authorized 
by  rules  adopted  by  the  board."  (17-6-308,  MCA) 
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The  statement  of  intent  for  House  Bill  100  gave  seme  guidance  to  the  MEDB 
in  formulating  those  rules,  specifying  that  "It  is  the  intent  of  the  legis- 
lature that  .  .  .  the  permissible  investments  adopted  by  rules  be  based  on 
the  long-term  benefit  to  the  Montema  econoriy.  ..."  While  allowing  the 
MEDB  considerable  flexibility,  the  legislature  did  set  some  parameters. 
First,  in  accordance  with  the  provisions  of  Initiative  95: 


No  money  fron  the  Montana  in-state  invest- 
ment fund  may  be  used  to  make  direct  loans  to 
individual  borrowers.  Loans  or  portions  thereof 
originated  by  a  financial  institution  that  are 
sold  to  the  trust  are  not  direct  loans.    (17-6-310(2),  MCA) 


The  legislature  also  limited  investments  benefitting  any  one  business  or 
person  to  a  total  current  accumulated  amount  which  does  not  exceed  10%  of 
the  prior  fiscal  year's  coal  severance  tax  revenues  deposited  in  the  in-state 
investment  fund.  Thirdly,  it  limited  state  participation  in  any  business  loan 
(except  for  a  loan  guaranteed  by  a  federal  agency)  to  80%  of  the  outstanding 
losin,  and  directed  the  MEDB  not  to  subordinate  its  position  in  an  investment 
to  the  originating  financial  institution. 

During  the  lengthy  committee  debates  on  HB  100  there  was  considerable  testimony 
presented  in  favor  of  setasides  or  preferences  for  certain  groups  or  interests, 
including  wanen,  minorities,  alternative  energy  businesses,  businesses  located 
in  eccxiomically  distressed  areas,  etc.  While  acknowledging  the  needs  of  those 
parties,  the  legislature  declined  to  pre-determine  the  investments  made  by  the 
nov  board.   Instead,  it  provided  that  such  considerations  need  only  cone  into 
play  in  certain  rare,  tie-breaking  situations: 
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In  deciding  v^ich  of  several  investitients 
of  eqioal  or  conparable  security  and  return  are  to 
be  nede  v^en  sufficient  funds  are  not  available  to 
fund  all  possible  investments,  the  board  shall 
give  preference  to  the  business  investments  that: 

(1)  are  for  locally  owned  enterprises  tliat 
are  either  expanding  or  establishing  new  q::)era- 
tions; 

(2)  provide  jobs  that  will  he   substantially 
filled  by  current  Montana  residents  as  opposed  to 
providing  jobs  that  will  be  filled  by  nonresidents 
ccming  to  the  state  to  fill  such  jobs; 

(3)  maintain  and  irrprove  a  clean  and  health- 
ful environment  with  enphasis  on  energy  efficiency; 

(4)  encourage  or  benefit  the  processing, 
refining,  marketing,  and  innovative  use  and  pro- 
motion of  Montana's  agricultural  products;  or 

(5)  benefit  small-  and  medium-sized  businesses 
as  defined  in  rules  adopted  by  the  board.   (22) 
(17-6-309(1) -(5),  M2A) 


When  the  new  board  began  the  rulemaking  process,  it  held  public  hearings  to 
ascertain  how  the  people  of  tJie  state  wanted  to  see  the  coal  tax  trust  funds 
invested.  It  studied  investment  cind  loan  programs  in  many  other  states  and 
Canadian  provinces  and  invited  ejcperts  in  the  field  to  meet  with  it  to  dis- 
cuss options  and  opportunities. 

The  rules  ultimately  adopted  by  the  MEDB  tiirget  (1)  basic  sector  businesses, 
those  vdiich  export  goods  and/or  services  fran  the  state  and  irrport  capital; 
(2)  inport  substitution  businesses,  those  which  provide  goods  or  services  to 
Montana  consumers  who  otherwise  would  have  to  obtain  than  from  out-of-state 
sources;  and  (3)  Montana  manufacturers  and  those  retail  and  wholesale  businesses 


(22)  In  its  draft  form  this  section  of  the  bill  was  much  more  restrictive.  It 
was  not  until  the  final  conference  comittee  session  that  the  original  "and" 
linking  paragraphs  4  and  5  was  replaced  by  the  "or"  that  appears  in  statute. 
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vitiich  deal  principally  in  Montana-made  goods.  Underlying  the  decision  to 
limit  eligibility  to  those  three  categories  was  the  MEDB's  determination 
that  in  order  to  "diversify,  strengthen,  and  stabilize"  the  state's  econony 
it  is  necessary  to  do  more  than  simply  continue  to  recirculate  the  financial 
resources  in  the  state.  Instead,  the  econony  must  be  infused  with  new  capital 
resources,  v\Aiile  at  the  same  time  the  outflow  of  "Montana"  dollars  to  other 
states  is  partially  steirmed. 


All  the  (investment)  programs  are  designed 
to  provide  fixed- rate,  long-term  financing  at 
ccfipetitive  interest  rates,  LxDans  may  finance  acq^ji- 
sition  of  land,  buildings  or  equipment  and  working 
capital  ....  The  maximum  loan  is  $1  million  and 
all  loan  applications  must  be  through  a  Board-approved 
financial  institution  such  as  a  bank  or  savings  and 
loan  association.  The  maximum  loan-to-value  ratio 
is  75%.  The  originating  financial  institution  may 
charge  the  borrower  a  service  fee  of  up  to  2%  above 
the  interest  rate  established  by  the  Board,  and  the 
interest  rate  on  the  lender's  portion  of  any  loan 
is  determined  by  the  lender.   (23) 


Four  types  of  investments  can  be  made: 

(1)  the  purchase  of  the  guaranteed  portion  of  an  eligible 
federally  guaranteed  loan  (SBA,  FWIA,  etc.); 

(2)  the  purchase  of  a  direct  participation  in  a  non-guaranteed 
loan  originated  by  a  participating  financial  institution; 

(3)  the  guaranteeing  of  a  small  business  loan  made  by  a  partici- 
pating financial  institution;  and 

(4)  the  funding  of  a  loan  through  a  linked  deposit,  wherein  the 
MEDB  places  a  long-term  deposit  in  a  financial  institution  in  order  to  enable 
the  institution  to  make  a  loan  of  the  same  amount  to  an  eligible  business. 


(23)  Montana  Econcsnic  Development  Board,  draft  "Report  to  the  49th  Montana 
Legislature",  Helena,  Montana,  1984,  page  7. 
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MEDB  buy  rates  for  its  investments  vary  from  85%  to  95%  of  the  rate  for  a 
U.  S.  Treasury  bond  with  a  like  or  similar  maturity  to  that  of  the  loan 
being  made,  the  applicable  percentage  determined  by  the  degree  of  risk  to 
the  board  on  the  investment.  In  the  first  six  months  of  investment  activity 
(June  through  Novei±>er,  1984)  the  average  interest  rate  received  by  the  MEDB 
on  its  investments  was  11.19%.  The  average  blended  rate  to  the  borrower 
(including  the  participating  financial  institutions'  share  of  the  loans) 
was  12.83%. 

As  of  November  1,  1984,  sixt^'  financial  institutions  in  29  ccxununities  across 
the  state  had  beccwie  approved  MEDB  lenders.  Thirteen  applications  had  been 
conpletely  processed  —  8  approved  by  the  MEDB  and  accepted  by  the  applicants; 
2  ^proved  by  MEDB  but  rejected  by  the  applicants;  2  withdrawn  by  the  partici- 
pating bank;  and  1  rejected  by  the  MEDB  for  eligibility  reasons.  The  eight 
approved  projects  were  in  six  comnunities  and  totalled  $4,695,000  in  trust 
fund  investment,  an  average  investment  size  of  $586,875.  Based  on  borrower 
estimates,  between  242  and  291  jobs  were  expectexl  to  be  created  or  saved  as 
a  resvilt  of  the  loans,  if  all  of  them  closed. 

MEDB  Total 

#  Jobs      Investment       Project 

Trucking  firm.  Baker  10  $  180,000  $   200,000 

Lumber  firm.  Eureka  11-55  770,000  1,100,000 

Publishing  ocrrpany,  Helena  5  375,000  500,000 

Oil  service  firm.  Baker  3  301,000  350,000 

Resort  hotel,  Wldtefish  88  1,000,000  8,300,000 

Manufacturing  firm,  Whitefish  90  1,000,000  1,250,000 

Electronics  mfg..  Poison  15  429,000  646,000 

Econony  motel,  Butte  20-25  640,000  800,000 

242-291  $4,695,000  $13,146,000 


-43- 

In  calculating  the  rate  of  return  on  its  investments  the  riEDB  was  instructed 
by  tho  leqislature  to  "consider  the  lonq-term  benefit  to  the  Montana  econctny." 
(17-6-314,  MCA)  Therefore,  the  board  takes  into  account  not  only  the  direct 
interest  earnings,  but  also  the  increased  personal  and  corporate  incone  tax 
revenues  realized  by  the  state  as  a  result  of  the  business  expansions  and  job 
creations  (both  direct  and  derivative)  facilitated  by  the  investments  .*  As  of 
November  30,  1984,  tho  total  anticipated  return  to  the  state  on  loan  interest 
payments  was  calculated  at  11.19%.  Increased  tax  returns  to  the  state  resulting 
from  the  242-291  jobs  to  be  directly  created  was  estimated  at  a  yield  of  5.63% 
on  the  original  board  investment,  while  anotlier  5.32%  was  expescted  from  tax  re- 
turns on  secondary  (derivative)  jctos. 

In  evaluating  applications,  the  MEDB  weighs  an  investment's  potential 
contribution  to  the  strengthening,  diversification,  and  stabilization  of 
the  state's  economy.  While  it  is  too  early  to  be  able  to  draw  firm  con- 
clusions about  the  MEDB's  investment  policies,  it  appears  that  the  board 
has  been  able  to  carry  out  its  econonic  development  purposes  while  at  the 
same  time  achieving  a  rate  of  return  on  its  coal  tax  trust  fund  investments 
(calculated  as  outlined  above)  that  is  at  least  cortparable  to  the  return 
being  realized  on  the  balance  of  the  trust. 

(It  should  be  noted  that  the  MEDB  administers  four  other  econcnic  develop- 
ment programs  in  addition  to  the  coal  tax  investment  activities.  These  in- 
clude two  industrial  revenue  bond  programs  (17-5-1501  through  17-5-1529,  MCA) ; 
the  Montana  Capital  Corpanies  program  (90-8-101  through  90-8-321,  MCA) ;  and 
a  program  to  pool  small  (less  than  $500,000)  municipal  bond  issues  (17-5-1601 
through  17-5-1651,  MCA) .  Only  one  of  these  currently  involves  the  investment 

*A  memorandum  explaining  the  methodoloqy  used  to  calculate  the  total  anticipated 
return  to  the  state  is  available  from  the  MEDB  on  request. 
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of  ODal  tax  trust  funds.  Interim  funding  of  individual  projects  within  a 
ccmposite  industrial  revenue  bond  issuance  can  be  accorplished  with  in- 
state investment  fund  monies  pending  the  asse±)lage  and  sale  of  the  entire 
issue. 

Although  the  young  ^EDB  appears  effective,  several  laws,  policies,  or  circum- 
stances restrain  it  fran  being  even  more  effective  in  carrying  out  its  economic 
development  purposes. 

First,  v^ile  the  1981  legislation  directing  that  15%  of  the  income  and  earnings 
on  the  trust  be  redeposited  in  the  principal  was  a  positive  move  toward  pre- 
serving the  purchasing  power  of  the  trust,  the  way  in  which  that  law  has  been 
inplemented  adversely  affects  the  MEDB's  in-state  investment  fund.  The  15%  of 
income  and  earnings  from  the  MEDB's  investments  now  flow  into  that  portion  of 
the  trust  administered  by  the  Board  of  Investnients .  This  deprives  the  MEICB's 
portion  of  even  that  small  inflation  shield  and  effectively  reduces  the  amount 
•  that  will  be  available  in  the  future  for  re-investment  in  the  state. 


POLICY  QUESTION:  Should  25%  of  the  15%  of  coal  tax 
trust  income  and  earnings  redeposited  in  the  trust 
principal  be  placed  in  tlie  in-state  investment  fund? 


Secon(ily,  the  1983  enabling  legislation  for  the  MECB's  in-state  investment 
program  is  silent  as  to  the  disposition  of  fee  incone.  As  a  result,  the 
general  state  law  directing  that  otherwise-unprovided-for  fees  collected  by 
state  agencies  be  deposited  in  the  general  fund  has  pre\^ailed.  The  MEEB 
has  proposed  that  it  be  allowed  to  use  these  fees  to  establish  a  loan  loss 
resejTve  fund. 
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POLICY  QUESTION:  Should  the  MEm  be  per- 
mitted to  retain  fees  collected  in  administer- 
ing tlio  in- state  invostmcait  prcxjram  for  use 
in  estal:)lishing  a  loan  loss  reserve  fund? 


MEDB  loan  guarantees  presently  are  backed  by  a  set-aside  of  in-state  investment 
funds  in  an  amount  equal  to  the  loan  being  guaranteed.  Since  a  100%  loss 
rate  is  almost  an  impossibility,  the  current  guarantee  mechanism  unnecessarily 
reduces  funds  available  for  other  investments. 


FOLIC/  aiESTION:  Should  the  MEDB  be 
authorized  to  partially  fxand  loan  guarantees? 


The  MEDB's  decision  to  target  its  coal  trust  in-state  investments  to  basic, 
inport- substitution,  and  "Montana-made"  businesses  was  sound,  given  the 
initial  small  size  of  the  in-state  investment  fund.  There  remain,  however, 
large  numbers  of  Montana  firms,  predoninantly  in  the  retail,  vdiolesale,  and 
service  sectors,  which  cemnot  participate  in  this  board  program.  Some 
groups  have  suggested  that  the  MEDB  receive  an  additional  25%  of  new  coal 
tax  revenues,  such  deposits  to  be  used  for  investments  in  retail,  wholesale, 
or  service  firms  through  the  purchase  of  SBA  fixed-rate  loans  or  other  MEDB- 
developed  investment  mechanisms. 


POLICY  QUESTTOT:  Should  more  coal  tax  trust  funds 
(perhaps  an  additional  25%  of  new  deposits)  be  placed 
in  the  in-state  investment  program  to  enable  the  MEIB 
to  invest  in  more  Montana  retail,  v^olesale,  and 
service  businesses? 


Finally,  the  MEDB's  industrial  development  revenue  bond  program  could  be 
strengthened  by  the  use  of  a  portion  of  the  in-state  investment  fund  to 
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capitalize  a  reserve  fund  to  back  up  those  bonds.  The  use  of  c!oal  tax 
trust  funds  to  guarantee  small  cxDmoosite  bond  projects  would  qreatly  enhance 
the  credit  of  those  IDBs  and  make  them  more  attractive  to  the  bcand  market. 
The   guarantee  fund  itself  could  be  invested  in  such  instruments  as  SBA- 
guaranteed  loan  participations,  thus  multiplying  the  economic  development 
benefit  of  the  trijst  dollars  beincr  utilized. 


POLICY  QUESTIOJ:  Should  a  portion  of  the  in-state 
investment  fund  be  used  to  create  a  reserve  fund 
for  the  MEDB's  conposite  industrial  development 
revenue  bond  program? 


C.4.  Montana  Economic  Development  Fund 

For  some  years  after  the  coal  tax  trust  fund  was  established,  all  interest 
earned  on  trust  investments  was  automatically  deposited  in  the  state's  general 
fund,  vrfiere  its  separate  identitv  was  lost.  The  only  exceotion  to  this  nrior 
to  1983  was  a  special  one-time  arDoropriation  used  to  aoguire  for  the  state 
the  historic  C.  M.  Russell  painting,  "When  the  Land  Belonged  to  God". 

Ihe  first  procedural  change  came  v*ien  the  1981  legislature  directed  that 
15%  of  earnings  be  added  to  the  trust's  principal  —  to  offset  revenue  inflow 
looses  caused  by  water  development  bond  payment  shortfalls  and  to  mitiaate 
seme  of  the  adverse  effects  on  the  trust's  purchasing  pcwer  resulting  from 
high  monetary  inflaticai. 

Upon  the  passage  of  Initiative  95  in  1982,  however,  the  allocation  procedure 
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was  radically  altered.  As  stated  in  1-95  and  codified  in  17-6-331,  MCA: 


A  MDntana  econonic  development  fund  is 
created.  A  portion  of  the  interest  income  from 
the  permanent  coal  tax  trust  fund  .  .  .  shall  be 
deposited  in  the  fund  as  determined  by  the  legis- 
lature. Monies,  if  any,  appropriated  by  the 
legislature  fran  the  econcmic  development  fund 
shall  be  used  only  for  programs  consistent  with 
the  objectives  (of  the  in-state  investment  pro- 
gram) . 


House  Bill  1  was  the  first  implementing  act  passed  by  the  1983  legislature. 
It  allocated  $3,525,000  of  trust  fund  interest  to  the  econardc  development 
fund  for  the  biennium  ending  June  30,  1985,  and  appropriated  all  of  that 
money  for  the  following  uses: 

1.  For  the  new  Governor's  Council  on  Economic  Develop- 
ment, which  is  to  advise  the  Department  of  Comnerce  "on  the  irtple- 
mentation  and  develop«nent  of  economic  development  programs"  —     $  75,000 

2.  For  the  new  Council  on  Science  and  Technology, 
which  is  to  advise  the  Department  "on  the  application  of  scientific 
and  technological  research  in  the  development  and  implementation 

of  econardc  development  programs"  —  $  100,000 

3.  For  the  Department's  business  development  assist- 
ance program,  which  offers  technical  assistance  to  small  busi- 
nesses in  production  management,  marketing,  financial  planning 

and  packaging,  and  other  areas  of  concern  —  $  400,000 

4.  For  assistance  to  local  development  organizations, 
including  training  of  board  and  staff  members,  help  in  iiiple- 

menting  special  economic  development  projects,  etc.  —  $  400,000 

5.  For  the  University  Center  for  Business  and  Man- 
aganent  Development,  which  provides  training  for  businesspersons 
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in  cxuputer  usage,  accounting,  marketing,  personnel  manage- 
ment, and  other  topics  —  $  100,000 

6.  For  the  praiiotion  of  Montana-made  products  —    $  100,000 

7.  For  support  of  the  Montana  Econanic  Reporting 
and  Forecasting  System,  which  produces  quarterly  reports  on 
the  present  and  future  status  of  the  state's  econany  as  seen 
and  interpreted  by  econcmists  frcxti  the  various  units  of  the 
state  university  systen  —  $  150,000 

8.  For  business  location  pranotion,  to  enable 
MDntana  to  try  to  attract  outside  firms  to  place  headquarters 
or  expansion  facilities  in  the  state  —  $  150,000 

9.  For  expanded  travel  and  tourism  prtatotion  —     $  800,000 

10.  For  administrative  costs  of  the  Montana 
Econanic  Developnent  Board  —  $  400,000 

11.  For  the  use  of  the  Department  of  Labor  and 
Industry  in  (a)  matching  federal  job  training  funds  avail- 
able for  displaced  workers;  and  (b)  supplementing  economic 
development  activities  for  new  and  e>q5anding  businesses  as 

authorized  under  federal  employment  and  training  legislation  —  $  500,000 

$3,525,000 

Fiscal  Year  1984  interest  earnings  on  the  trust  were  $22,291,337.  Fifteen 
percent  of  that  ($3,343,701)  was  added  to  the  fund's  principal.  The  $1,762,500 
appropriated  under  HB  1  for  the  above-listed  activities  (one-half  of  the  total 
appropriated  for  the  biennium)  constituted  another  7.9%  put  to  work  for 
economic  developcnent  purposes.  The  remainder  was  placed  in  the  general  fund, 
where  its  separate  identity  was  lost. 
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POLICY  QUESTIOsI:  Should  a  specific  percentage  of 
coal  tax  trust  interest  income  be  allocated  to  the 
Montana  econcmic  development  fund  each  year? 


POLICY  QUESTIOsI:  Should  all  state-administered 
economic  development  programs  be  funded  through 
the  econcmic  development  fund  mechanism? 


C.5.  Other  Coal  Tax-Supported  Programs 

The  coal  severance  tax  supports  a  nunber  of  other  prograins  and  activities 
which  directly  or  indirectly  contribute  to  the  state's  econonic  development. 
These  are  funded  by  that  portion  of  the  tax  (50%)  which  does  not  flow  into 
the  permanent  trust  fund.   (See  Figure  3)  A  brief  explanation  and  disciossion 
of  these  programs  is  included  in  Appendix  "A" . 
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Figure  3 


s 

B 
> 

B 
R 

t. 

> 
O 

U 

O 
B 

,o 
s 
•c 

tf3 


s  i 

if 


g  8 


I  i  I 


-51- 


CHAPTER  III  —  Severance  Tax  Permanent  Funds  Elsev^ere 

Severance  taxes,  of  course,  are  not  unique  to  Montana.  Thirty- two  states 
levy  them,  and  in  1983  collected  the  following  amounts: 


1983  Collections 
State  (in  $000 's) 

Texas 

Alaska 

Louisiana 

Oklahona 

Wyoming 

New  Mexico 

Kentucky 

North  Dakota 

Florida 

Montana 

Mississippi 

Minnesota 

Michigan 

Alabama 

Oregon 

Washington 

California 

Arkansas 

Colorado 

Utah 

South  Dakota 

Nebraska 

Ohio 

Tennessee 

Kansas 

Indiana 

Virginia 

North  Carolina 

Wisconsin 

Idaho 

New  Hanpshire 

Missouri 

Source:  U.  S.  Department  of  Connerce,  Bureau  of  the  Census,  State  Government 
Tax  Collections  in  1983 


$2,254 

,728 

1,494 

,034 

869 

,465 

777 

,687 

388 

,896 

351 

,343 

221 

,445 

184 

,527 

137 

,933 

137 

599 

114 

628 

84 

693 

81 

371 

77 

144 

49, 

662 

41 

122 

28, 

684 

28, 

393 

27, 

056 

19, 

688 

5, 

676 

5, 

217 

3, 

968 

3, 

419 

2. 

339 

1, 

616 

1, 

347 

1, 

197 

952 

806 

83 

25 
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Most  states  have  some  mechanism  for  sharing  tliese  revenues  with  local 
governments.  Nearly  all  place  seme  portion  in  the  general  fund.  Ten 
states  (sli^tly  less  than  one- third)  have  created  severance  tax-based 
penranent  txust  funds.  These  include: 

State  Source  of  Tax 

Colorado  Minerals  and  mineral  fuels 

-  Florida  Solid  minerals,  piiosj^iates 

Louisiana  All  minerals 

Maine  All  raining 

Minnesota  Taconite,  iix^n  sulphide 

Montana  Coal 

Nov  Mexico  Oil,  gas,  copper,  potash,  uranium 

North  Dakota  Coal 

Oregon  Gas,  oil 

Wyoning  Oil,  coal 


POLICY  QUESTICN:  Should  a  portion  of  taxes 
on  other  minerals  extracted  in  Montana  be 
used  to  increase  the  coal  tax  trust  or  to  form 
other  trusts? 


If  there  is  one  clear  fact  that  emerges  frcm  a  stucfy  of  the  various  funds 
established  in  the  above-listed  states  it  is  that  while  they  may  all  be 
called  "trusts",  that  is  about  the  only  canmon  characteristic  they  share. 
Several  probably  should  not  be  designated  as  trusts  at  all,  since  they  are 
more  nearly  special  revenue  funds.  Their  principal  assets  are  available  for 
appropriation  and  expenditure  at  any  time,  and  the  continuation  of  the  "trust" 
is.  dependent  solely  upon  the  in-flow  of  new  tax  revenues.  If  and  v^^en  the 
mineral  resource  extraction  activity  ceases,  so  will  the  tax  collections  and 
the  trusts  tiiemselves. 

There  are  dramatic  differences  in  the  size  of  the  various  trusts,  ranging 
from  $8.5  million  in  North  Dakota's  Resource  Trust  Fund  to  over  $13  billion 
in  Alberta's  Heritage  Savings  Trust  Fund.  Sane  trusts  are  continuing  to  ex- 
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pand  rapidly;  others,  like  Louisiana's  InvestiTient  Fund  for  Enhancement, 
have  experienced  declining  revenues  as  a  result  of  a  drop  in  mineral 
extraction  activities. 

\^ile  all  severance  tax  trusts  are  used  to  support  sane  form  of  state  or 
provincial  develoFrnent,  specific  uses  run  the  gamut  fron  the  purchase  of 
wildlife  and  marine  habitats  (Maine)  to  the  denolition  of  abandoned  buildings 
in  mine  closure  areas  (Minnesota) ;  frcan  below  market  rate  loans  to  businesses 
(New  Mexico)  to  the  construction  of  airport  terminals  (Alberta) .   The 
Northeast  Minnesota  Econordc  Protection  Trust  Fund  has  the  most  clearly 
defined  beneficiaries,  and  has  set  a  specific  date  (Januaiy  1,  2002)  upon 
v^ich  the  trust  principal  fc)econes  available  in  to to  to  them.  Its  "future 
generations"  lie  not  far  distant.  Seven  states,  on  the  other  hand,  have 
created  perpetual  funds,  the  principal  of  which  is  more  or  less  inviolate 
(more  so  in  New  Mexico,  less  so  in  Montana) .  Of  the  permanent  funds,  only 
Alaska's  and  Montana's  have  any  provisions  vv^iatsoever  to  shield  them  frcsn 
the  ravages  of  inflation  —  and  only  Alaska's  begins  to  be  adequate. 

[    Other  interesting  aieas  of  comparison  are  how  trust  policy  and  management 
functions  are  assigned,  and  legislative  and  constitutional  reatrictions^ctn 
investment  activities. 

This  analysis  has  bc^en  limited  to  severance  tax- based  trust  funds,  but  it 
should  te  noted  Oiat  several  states  —  including  New  Jersey,  Ohio,  Connecticut, 
Pennsylvania,  and  Maryland  —  have  established  funds  with  similtir  economic 
development  purposes.  The  sources  of  these  funds  have  included  general  fund 
appropriations,  th<;  issuance  of  state;  general  obligation  bonds,  substantial 
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industr^'  tax  credits,  and  the  dedicsition  of  all  or  a  portion  of  specific- 
tax  collections  (fron  liquior  sales,  for  instance).  Vftiere  a  state  has  tiad 
to  levy  new  taxes  or  deK:rease  suppJit  of  other  state  activities  in  (.^rder  to 
establisli  an  economic  developxent  fund,  the  resulting  programs  tend  to  be 
more  carefully  designed  and  thought  tlirough  than  seme  of  the  sever£mce  ta:< 
trust  programs-  Frequently  those  programs  are  also  more  innovative  than 
their  severance  tax-based  kin.  Connecticut's  Product  Development  Corporaticai, 
the  insurance  industry- funded  Massachusetts  Business  Development  Corporation, 
and  the  science  and  technology  developifient  efforts  of  Indiana,  Illinois, 
and  North  Carolina  are  prime  exanples. 

Many  states,  hcwever,  are  using  their  severance  tax  reveaiues  to  imdertake 
significant  and  effective  econonic  developirent  activities  that  show  promise 
of  producing  positive,  long-term  benefits  for  their  citizens  —  both  present 
and  future.  Follcv;ing  is  a  brief  description  of  the  severance  tax-based 
trusts  in  ten  states,  plus  two  Canadian  provinces.  The  royalty-based  Alaska 
permanent  fund  is  also  discussed. 

A.  Colorado 

Colorado's  severance  tax  trust  fund  "is  to  be  perpetual  and  held  in  trust 
as  a  replacement  for  depleted  natural  resources  and  for  the  development  ard 
conservation  of  the  state's  water  resources  .  .  .  ."  (39-29-109,  Colorado 
Revised  Statutes)  Fifty  percent  of  tot^l  gross  severance  tax  receipts  col- 
lected after  June  30,  1981,  goes  into  the  trust.  The  other  50%  goes  to  the 
local  government  severance  tax  fund  for  use  on  capital  iirprovement  projects. 


-55- 
Golorado's  coa.1   severance  tax  base  was  60<:  per  ton,  with  an  8000  ton 
quarterly  exanption  for  each  severer.  Additional  credits  are  available 
for  underground  mining  activities  and  for  firms  which  made  contributions 
to  local  governments  for  irrpact  assistance.  For  every  three  points  change 
in  the  index  of  producers'  prices  for  all  commodities,  prepared  by  the  U.  S. 
Department  of  Labor's  Bureau  of  Labor  Statistics,  the  tax  rate  is  corres- 
pondingly increased  or  decreased  one  point. 

As  of  October,  1984,  the  Colorado  trust  principal  stood  at  approximately 
$50  million.  The  state  treasurer  is  responsible  for  its  investment,  and 
all  earnings  are  to  go  to  the  general  fund.  The  state  water  resources  board 
was  given  the  authority  to  make  loans  frcm  the  trust,  but  to  date  has  not 
done  so. 

Unfortunately,  Colorado's  financial  problems  recently  overtook  the  trust. 
To  meet  revenue  shortfalls  elsewhere,  the  1983  legislature  created  a  fiscal 
emergency  fund  into  which  went  the  unccranitted  principal  and  interest  earnings 
on  (1)  the  state's  highway  users  tax  fund,  (2)  the  Colorado  water  conservation 
board  construction  fund,  (3)  the  severance  tax  trust  fund,  and  (4)  the  lottery 
fund.  (24-75-211,  CRS)  In  addition,  all  new  tax  revenues  that  would  ordinarily 
go  to  the  severance  tax  trust  in  Fiscal  Years  1983-84  and  1984-85  have  been 
redirected  to  the  capital  construction  fund  to  replace  general  fund  allocations. 

By  June  30,  1985,  all  monies  borrowed  from  the  various  funds  are  to  be  re- 
stored, using  revenues  derived  from  a  tenporary  increase  in  state  sales  and 
use  taxes.  In  the  event  that  sufficient  money  is  not  raised  to  repay  all  the 
funds,  they  will  be  replenished  in  the  order  in  which  they  were  borrowed, 
beginning  with  the  highway  fund. 


i 
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B.  Florida 

Florida's  natural  resource  taxes  support  a  nuntjer  of  trusts  —  tlio  land 
reclairation  trust  fund,  the  conservation  and.  recreation  lands  txust  fund, 
the  non-mandatory  land  reclamation  trust  fund,  and  the  phosphate  research 
trust  fund.  The  conservation  and  recreation  f\and  is  the  largest,  with  a 
1983  balance  of  $37.8  million.  Its  purpose  is  to  assure  the  availability 
of  public  lands  for  recreation.  The  governor  and  the  cabinet  acting  together 
may  expend  the  principal  to  purchase  recreational  land  or  to  preserve  arch- 
aeological sites. 


C.  Louisiana 

Louisiana  inposes  a  general  severance  tax  upon  all  natural  resources  severed 
from  the  soil  or  water.  The  remittances  are  made  monthly  to  the  state 
treasurer.  The  money  goes  first  into  the  bond  security  and  redenption  fund. 
Amounts  not  needed  to  meet  the  state's  bond  payment  obligations  are  then 
distributed  to  eligible  parishes  (counties)  and  to  several  trusts. 

The  Louisiana  State  Parks  Land  Acquisition  Trust  Fund  is  invested  by  the 
treasurer  and  administered  by  the  Department  of  Culture,  Recreation,  and 
Tourism.  Interest  and  earnings  are  used  exclusively  for  acquisition  and 
iirprovonent  of  lands  and  related  expenditures  for  public  outdoor  recreational 
use.  (Revised  Statutes  56:1691,  LSA) 

The  Coastal  Environment  Protection  I'rust  Fund  was  created  with  a  $35  million 
appropriation  from  the  Louisiana  Investmeait  Fund  for  Enhancement  (LIFE) .  It 
is  to  be  used  to  prevent  and  control  erosion  and  subsidence  of  the  state's 
coastal  areas  throuc^  stucfy,  research,  pilot  projects,  and  matching  of  federal 
grant  funds.  (R.S.  30:300)  To  date,  tlie  fund  has  been  untouched. 
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The  LIFE  fund  was  instituted  in  Fiscal  Year  1981-82,  to  be  capitalized 
with  50%  of  the  windfall  revenues  expected  from  oil  and  gas  deregulation 
above  a  base  (Fiscal  Year  1980-81)  of  $760  million  in  severance  taxes  and 
$325  million  in  royalties.  Each  year  a  new  base  is  established  by  multiplying 
the  previous  year's  base  by  the  most  recent  annual  change  in  the  Consumer 
Price  Index  and  adding  the  product  to  the  previous  base.  In  Fiscal  Year  1983-84 
the  severance  tax  base  of  $859.6  million  was  not  reached,  but  the  royalty 
base  of  $368.4  million  was  exceeded,  and  $8,878,091  flowed  into  the  fund 
fran  that  source. 

The  state  treasurer  may  invest  LIFE  money  in  U.  S.  government  guaranteed 
obligations,  obligations  of  a  number  of  federal  agencies  (FHA,  FmHA,  Export- 
Inport  Bank,  GNMA,  etc.)  and  deposit  accounts,  repurchase  agreements,  and 
obligations  of  state  or  local  subdivisions  which  are  secured  by  and  payable 
from  direct  obligations  of  the  United  States. 

The  purpose  statement  for  LIFE  is  reminiscent  of  scjne  of  the  arguments 
advanced  for  the  creation  of  Montana's  coal  severance  tax  trust: 


In  order  to  preserve  the  benefits  of  (the 
state's)  natural  resources  for  future  generations 
and  to  prevent  the  wasteful  expenditures  of  revenues 
produced  fran  these  natural  resources  and  to  prevent 
in  the  futvire  a  situation  wherein  the  citizens  of 
the  state  will  be  unduly  burdened  with  excessive 
taxes,  it  is  the  purpose  of  this  chapter  to  provide 
the  establishment  of  a  trust  fund  into  v^ich  the 
revenues  from  the  oil  and  gas  production  of  the 
state  shall  be  deposited  and  shall  remain  to  be 
investexi  .  .  .  and  the  interest  thereon  made  avail- 
able to  the  general  fund  to  be  used  for  the  opera- 
tion of  the  state.   (R.S.  30:217,  Section  301) 


To  date,  $116,739,468  has  been  placed  in  the  LIFE  fund.  Virtually  all  of 
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that  aiTount,  with  the  exception  of  the  $8,878  million  deposit  '.'vido  in 
1984,  has  been  expended  by  the  legislature  on  capital  projects. 


D.  Maine 

Maine's  mining  excise  tax  trust  fund  is  not  held  in  perpetuity,  but  is  used 
to  purchase  and  develop  land  for  park  and  recreational  areas,  to  purchase 
wildlife  or  itarine  habitats  and  unique  natural  areas,  and  to  restore  the 
quality  of  marine  waters,  lakes,  rivers,  and  streams. 


E,  Minnesota 

Minnesota  has  a  $1.25  per  ton  tax  on  taconite  and  iron  sulphide  production, 
with  revenues  first  distributed  among  cities  (15<^) ,  counties  (19.5<:),  schools 
(58.2<:)  ,  property  tax  relief  (25.75<;)  ,  and  state  administration  (K)  .  The 
ranaining  5.55<:  is  split  between  the  Taconite  Environmental  Protection 
Fund  (1.7<|:),  the  Northeast  Minnesota  Econcmic  Protection  Trust  Fund  (.85<|;), 
and  the  Iron  Range  Resource  Rehabilitation  Board  (3<:)  . 

The  Northeast  Minnesota  Economic  Protection  Trust  Fund  (also  known  as  the 
"Northeast  Account"  or  the  "2002  Fund")  is  somewhat  unique  among  state 
severance  tax  trust  funds  in  that  it  is  designed  to  benefit  a  particular 
area  of  Minnesota  rather  than  all  of  the  state's  present  or  future  residents. 
Whem  the  trust  was  established  in  1977,  a  purpose  statement  was  included 
in  the  Act; 


The  legislature  is  cognizant  of  the  severe 
dislocations  and  widespread  unemployment  that  result 
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v^en  a  single  industry  on  which  an  area  is 
largely  dependent  experiences  a  drastic  re- 
duction in  activity.   (This  trust  fund)  is 
hereby  created  to  be  devoted  to  econcmic 
rehabilitation  and  diversification  of  in- 
dustrial enterprises  vAien  these  conditions 
ensue  as  the  result  of  the  decline  of  a  single 
industry.   (298,292,  Minnesota  Statutes  An- 
notated) 


As  of  July  1,  1984,  the  principal  of  the  trust  was  $27,109,422.60.  Its 
investment  is  handled  by  the  state  board  of  investments,  which  is  ocnposed 
of  the  governor,  state  auditor,  state  treasurer,  secretary  of  state,  and 
attorney  general.  That  board  selects  its  own  executive  director,  and  also 
has  the  benefit  of  a  17-rnentoer  investment  advisory  council  (10  persons  ex- 
perienced in  general  investment  matters;  the  comiissioner  of  finance;  the 
executive  directors  of  tlie  state  retirement  systan,  public  enployees  retire- 
ment association,  and  teachers  retirennent  association;  one  retiree  currently 
receiving  benefits;  and   two  public  aiployees  who  are  active  members  of  funds 
whose  assets  are  invested  by  the  board.) 

Net  interest,  dividends,  £md  other  earnings  beccme  part  of  the  trust  and  are 
available  to  the  Iron  Range  Resources  Rehabilitation  Board  (IRRRB)  for  its 
use  in  carrying  out  its  purposes.  In  1983,  $10  million  was  appropriated  frcxn 
the  principal  and  placed  with  the  IRRRB  —  $5  million  to  be  used  to  set  up  an 
industrial  revenue  bond  program  and  $5  million  for  small  business  loans  and 
loans  to  local  governments  and  schools  to  help  them  convert  to  alternative 
energy  sources.  Principal  and  interest  payments  received  are  returned  to 
the  fund. 
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On  January  1,  2002,  all  trust  funds  (includinci  the  principal)  Ix\\^tv> 
available  to  the  IRRRB  and  may  be  expended.  lx>uslatAvolv  ost  .\bl  u-,hi\l 
priorities  for  activities  financed  by  the  trust  are: 

1.  projects  and  programs  designed  to  create  and  maintain 
productive,  permanent,  skilled  enployment,  including  eirployraent  in 
technologically  innovative  businesses; 

2.  activities  vdiich  will  encourage  diversification  and  pro- 
mote the  development  of  minerals,  alternative  energy  sources  using  indigenous 
fuels,  forestry,  small  business,  and  tourism; 

3.  projects  for  which  technological  and  economic  feasibility  have 
been  demonstrated; 

4.  loans,  guarantees,  interest  buy-downs,  and  other  forms  of 
participation  with  private  financing  sources  (loans  to  private  businesses 
not  to  exceed  1/2  of  project  cost,  with  interest  rates  of  not  less  than  8%)  ; 
and 

5.  the  funding  of  reserve  accounts  established  to  secure  the 
payment  of  principal  and  interest  on  bonds  issued. 

Each  year  the  IPRRB  prepares  a  list  of  projects  it  wishes  to  fund  from  trust 
resources.  These  must  be  consistent  with  the  legislative  priorities  and 
must  also  assist  in  the  creation  of  jobs,  be  capable  of  producing  benefits 
v*iic±i  outweigh  project  costs,  and  serve  sound  business  purposes.  A  technical 
advisoiry  coranittee,  made  up  of  persons  knowledgeable  in  finance,  law, 
business,  public  policy,  and  economic  development,  assists  the  IRRRB  in 
screening  projects.  To  be  included  in  the  final  list  each  project  must  be 
approved  by  the  IRRRB  commissioner  and  at  least  eight  of  the  ten  IRRRB  board 
mentiers  (all  of  v\^om  are  state  legislators) .  The  list  then  goes  to  a 
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legislative  advisory  ccfmdttee  and  finally  to  the  governor,  v*io  must  approve 
all  projects  before  they  may  be  inplemented. 

In  addition  to  administering  the  trust,  the  IRRRB  conducts  many  other  economic 
development  activities  in  rKjrtheast  Minnesota.  The  Iron  Range  Interpretative 
Center  (IRIC) ,  started  in  1977,  is  located  on  the  rim  of  Glen  Mine  and  is 
a  multi-faceted  facility  dedicated  to  telling  the  story  of  mining  and  its 
inpact  in  the  area.  The  Iron  Range  Research  Center  is  not  only  a  large  library 
facility,  but  also  em  archival  repository,  a  public  relations  center,  and  a 
special  projects  facility.  IRRRB  administers  a  mineland  reclamation  program, 
ski  resort,  peat  research  station,  park  emd  trail  system,  bianass  gasification 
facility,  and  an  abandoned  building  demolition  program.  Much  of  the  first 
$5  million  made  available  frcm  the  trust  for  small  business  loans  was  used 
to  support  IRRRB-administered  projects,  particularly  IKLC  and  the  peat  project. 

Tlie  Taconite  Area  Environmental  Protection  Fund  is  devoted  to  "reclaiming, 
restoring  and  enhancing  those  areas  of  Northeast  Minnesota  located  within  a 
tax-relief  area  that  are   adversely  affected  by  the  environmentally  damaging 
operations  involved  in  mining  taconite  and  iron  ore  and  producing  iron  ore 
concentrate  for  the  purpDse  of  prcmoting  the  economic  development  of  Northeast 
Minnesota."   (298.222,  Minnesota  Statutes  Annotated) 

In  1983  the  fund  was  in  excess  of  $15  million.  It  is  invested  by  the  state 
board  of  investments,  with  net  interest  and  dividends  being  returned  to  the 
fund.  Unlike  the  2002  trust,  however,  the  principal  of  this  fund  may  be 
spent  immediately  by  the  IRRRB  for  projects  approved  by  the  legislative  advisory 
ccHTinittee  and  the  governor.  Eligible  project  activities  include  reclamation. 
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restoration  and  reforestation  of  minelancJs  not  otherwise  provided  for; 
monitoring  of  mineral  industry- related  health  prcblems  among  enployees; 
local  econcstdc  development  projects,  including  construction  of  sewer  and 
water  systems  and  other  area  public  works;  and  studies  of  iron  range  area 
problans  requiring  attention. 


F.  New  Mexico 

New  Mexico's  severance  tax  permanent  fund  is  derived  from  taxes  on  a  number 
of  natural  resources.  The  enabling  legislation  provides  that  the  fund  "be 
invested  for  two  general  purposes,  to  provide  inccme  to  the  fund  and  to 
stimulate  the  econcmy  of  New  Mexico,  preferably  on  a  continuing  basis."  Two 
categories  of  investments  are  defined:  "market  rate"  for  income,  and 
"differential  rate"  for  econordc  stiiailation. 

Market  rate  investments  include  U.  S.  government  guaranteed  bonds  and  notes; 
bonds,  notes,  and  debentures  of  several  federal  agencies  or  organizations; 
preferred  or  comon  stock  or  convertible  issues  of  major  exchange- listed 
U.  S.  corporations  with  net  assets  of  at  least  $50  million;  bonds,  notes, 
debentures,  and  other  debt  obligations  of  corporations  rated  at  least  AA 
or  Aa;  and  conmercial  paper  rated  "prime"  and  issued  by  U.  S.  corporations. 

Differential  rate  investnents  include  (1)  certificates  of  deposit  with  a 
naximum  5-year  maturity  in  New  Mexico  financial  institutions;  (2)  deposits 
for  i:p  to  8  years  in  insured  public  depositories  that  are  secured  by  first 
mortgages  in  single  family  or  limited-size  multi-family  residences;  (3) 
conventional  mortgage  passthrough  securities  secured  by  real  estate  in  New 
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Mexico  with  an  effective  yield  of  at  least  10  1/2%  at  the  tiine  of  purchase 
and  a  minimum  yield  of  "not  less  than  .5%  of  the  investment  below  the  yield' 
on  conparable  temi  and  type  government  national  mortgage  association  securities": 
(4)  New  Mexico  business  investments  (see  below) ;  and  (5)  educational  loan 
notes , 

The  trust  (which  in  mid-1983  was  approxiinately  $932  million)  is  invested  by 
the  State  Investment  Council,  which  is  composed  of  the  governor,  state 
treasurer,  cannisioner  of  public  lands,  secretary  of  finance  and  administration, 
the  state  investment  officer,  the  chief  financial  officer  of  a  state  institution 
of  higher  education,  and  three  public  members  ("qualified  by  conpetence  and 
experience  in  the  field  of  investment  or  finance")  appointed  by  the  governor 
with  senate  approval.  The  trust  is  actually  divided  into  three  funds;  the 
bonding  fund,  permanent  fund,  and  income  fund.  All  are  invested  by  the 
council. 

The  Severance  Tax  Bonding  Act  of  1981  provides  for  bond  financing  of  projects 
including,  but  not  limited  to,  construction  of  buildings  for  state  institutions 
and  water  resource  projects.   "Through  this  means,"  the  legislature  said, 
"the  present  method  of  financing  projects  thjrough  receipts  fron  severance 
taxes  will  be  gradually  abolished  and  such  projects  will  be  funded  only  from 
the  income  of  the  severance  tax  permanent  fund,  thus  assuring  that  there  is  a 
fund  to  take  the  place  of  the  nonrena,/able  natural  resources  now  being  severed 
from  the  soil  of  the  state  and  the  principal  of  the  fund  will  remain  untouched 
and  serve  as  a  source  of  incorte  to  be  devoted  to  the  capital  needs  of  government 
for  future  generations  who  do  not  have  the  benefit  of  the  existence  of  the 
natural  resource  products  v\^ich  are  now  being  exhausted."   (7-27-29,  New 
Mexico  Statutes  Annotated) 
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All  earnings  on  the  permanent  fund  go  into  the  irexxtie  fund.  After  necessary 
transfers  as  provided  by  the  bonding  act,  the  ratiainder  is  available  for  ap- 
prcpriation  by  the  legislature.  To  date,  most  of  the  funds  have  been  placed 
in  the  general  fund.  Originally  a  three-quarters  vote  of  both  houses  of  the 
legislature  would  have  permitted  appropriation  from  the  principal  of  the  trust. 
A  1982  constitutional  amendment  proposed  by  the  legislature  and  narrowly  passed 
by  the  voters  (125,727  for;  125,324  against)  in  the  Noventser  election  reix)ved 
that  provision  and  made  the  trust  totally  and  forever  inviolate. 

Twenty  percent  of  the  trust  principal  may  be  used  for  New  Mexico  business  invest- 
ments. Half  of  that  is  used  to  hay  SBA-  or  RnHA-guaranteed  portions  of  busi- 
ness loans  at  U.  S.  treasury  bond  equivalent  rates  plus  a  servicing  fee  of  no 
more  than  1%  of  the  outstanding  principal  balance.  No  purchases  may  be  made 
if  the  effective  yield  would  be  less  than  9  1/2%.  Wanting  a  "no  strings" 
program,  the  investment  council  requires  no  reporting  from  participating 
businesses  as  to  nuirbers  of  jobs  created  or  wages  paid.  Instead,  the  council 
assumes  a  $40,000  investment  per  new  job   and  an  average  wage  of  $20,786  per 
year  (figures  derived  from  Bureau  of  Labor  Statistics  and  Kidder,  Peabody 
studies  of  manufacturing  ertployment) .  Using  these  figures,  probable  increases 
in  the  state  personal  inccme  tax,  gross  receipts  tax,  and  personal  property 
tax  are  calculated.  Then  the  council  estimates  what  the  property  tax  would 
be  on  the  newly  financed  facilities  aixl  hew  much  state  corporate  income  tax 
would  be  paid  by  the  recipient  firm  if  it  made  an  average  return  on  equity. 
These  figures  are  used  to  determine  the  total  yield  to  the  state  of  the 
"differential  rate"  investment. 

The  other  setaside  ten  percent  of  the  trust  is  to  be  used  to  purchase  bonds 
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notes,  debentures,  or  other  debt  instruments  (excluding  cxsnnercial 
paper)  rated  Baa,  Bbb  or  better  for  any  U.  S.  corporation,  excluding  regulated 
public  utilities,  "which  as  a  condition  of  receiving  the  proceeds  of  such 
evidence  of  indebtedness,  will  establish  or  expand  business  outlets  or 
ventures  in  Nav  Mexico."  The  largest  investnent  that  may  be  made  in  a  single 
firm  is  100%  of  the  cost  of  the  project  being  financed  or  $20  million, 
whichever  is  smaller.  Interest  rates  are  to  be  equal  to  those  paid  on  U.  S. 
treasury  issues  of  caiparable  maturity.  This  is  a  relatively  nav  program, 
and  no  investments  had  been  made  imder  it  by  October  1,  1984,  but  one  project 
was  in  the  final  stacjes  of  negotiation. 


G.   North  Dakota 

The  base  for  North  Dakota's  coal  severance  tax  was  set  in  June,  1979,  at 

850  per  ton.  After  that,  for  every  four  point  increase  in  the  index  of 

vAiolesale  prices  for  all  coirmodities ,  prepared  by  the  Bureau  of  Labor 

Statistics,  the  amount  of  the  tax  is  increased  IC  per  ton.  If  the  index 

declines,  the  tax  stays  at  the  rate  then  in  effect;  no  reductions  are  authorized. 

Tax  collections  go  into  the  state's  coal  development  fund.  Distributions  are 
then  made  as  follows: 

1.  grants  to  coal  iitpacted  taxing  jiarisdictions  —  35% 

2.  tax-sharing  with  coal  producing  counties  —  20% 

3.  general  fund  —  30% 

4.  coal  developrent  trust  fund  —  15% 


«?■ 


(  The  coal  fund  {the  Depleted  Natural  Resource  Trust  Fund)  was  created  in  1979 
i  and  is  perpetual.  Administered  by  the  Board  of  University  and  School  Lands, 
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in  cxDnsultation  with  the  State  Investment  Board,  the  trust  as  of  August, 
1984,  had  $8.5  million  out  in  loans  and  $9  million  in  other  investments. 
Loans  are  made  to  affected  local  governments  to  meet  the  initial  impacts  of 
resource  developnent .  Interest  rates  are  not  to  exceed  6%,  and  repayments 
are  not  general  obligations  of  the  local  government,  but  are  to  be  made  only 
from  its  allocations  from  the  coal  development  fund.  If,  because  of  mining 
reduction  or  cessation,  allocations  fail  to  cover  loan  repayments,  the  sliort- 
fall  is  forgiven.  Any  interest  income  earned  on  the  trust  is  used  first  to 
cover  the  shortfalls;  any  surplus  is  ronitted  to  the  general  fund. 

Ten  percent  of  North  Dakota's  oil  extraction  tax  goes  to  a  second  fund,  the 
Resource  Trust  Fund.  The  first  $22  million  in  revenues  is  earmarked  for 
rehabilitation  of  the  Grafton  State  School.  Some  expenditures  have  been  made 
for  that,  and  of  the  $8.5  million  currently  in  the  fund,  at  least  part  will 
be  needed  to  oonplete  the  jdb.     Trust  resources  are  invested  through  the 
Bank  of  North  Dakota  in  three-month  to  one-year  certificates  of  deposit. 
Interest  earnings  go  into  the  trust.  Both  principal  and  interest  are  avail- 
able to  the  legislature  for  appropriation.  TVo  possible  uses  specified  in 
the  enabling  legislation  are  (1)  the  planning  and  construction  of  coiprehensive 
water  supply  facilities,  cind  (2)  programs  of  developnent  of  energy  conserva- 
tion and  renewable  energy  sources,  studies  of  cogeneration  systans,  studies 
of  the  development  of  waste  products  utilization,  and  loans  and  grants  made 
in  connection  with  the  foregoing. 


H.  Oregon 

All  of  Oregon's  oil  and  gas  severance  taxes  are  dedicated  to  a  corrmon  school 
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trust  fund.  Inccme  earnings  are  distributed  to  the  state's  school  districts. 


I.  Wyoming 

Several  mineral  extraction  taxes,  including  a  portion  of  the  state's  severance 
tax,  contribute  revenues  to  the  principal  of  Wycming's  permanent  mineral  trust 
fund,  which  as  of  August,  1984,  stood  at  $589  million.  Investment  of  the 
trust's  resources  is  managed  by  the  state  treasurer,  with  the  advice  of  the 
state  investment  advisory  council,  viiose  five  meirbers  are  appointed  by  the 
treasurer  and  must  have  business  and  finance  experience. 

While  the  trust  is  inviolate,  its  principal  may  be  made  available  for  loans 
to  political  subdivisions  of  the  state  under  conditions  specified  by  the 
legislature.  Currently  about  $1  million  is  invested  at  6%  interest  in 
emergency  farm  loans,  and  another  $150  million  is  in  in-state  mortgages  at 
11  1/2%.  Approximately  $20  million  is  financing  municipal  water  developinent 
projects,  and  more  is  authorized  for  that  purpose. 

All  interest  inocme  flows  to  the  general  fund.  Because  the  treasurer  cannot 
sell  trust  investments  at  a  loss,  and  views  selling  at  a  profit  as  harmful 
to  future  generations  (because  the  short-term  gain  goes  to  the  general  fund) , 
no  trading  of  securities  is  practiced. 


J,  Canada 

At  least  two  Canadian  provinces  also  have  trust  funds  based  on  mineral  extraction 
revenues.  The  Alberta  Heritage  Savings  Trust  Fund  was  started  in  ?pril,  1976, 
with  a  $1.5  billion  capital  allocation  in  cash  and  other  assets  transferred 
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fron  the  General  Revenue  Fund.  Added  tx)  that  each  year  is  30%  of  the 
revenues  the  province  derives  fron  non-renewable  resource  extraction. 
By  March  31,  1983,  the  fund's  assets  had  grown  to  $13  billion,  and  over 
75%  of  that  was  invested  in  Alberta. 


Sometimes  the  inpression  is  left  that  the 
Heritage  Fund  is  largely  corrposed  of  cash  and/or 
very  short-term  investments.  In  fact,  virtually 
all  of  the  Heritage  P\ind  is  cannitted  for  up  to 
30  years.  It  is  "locked-in"  for  the  medium  and 
long-term  financing  of  Alberta's  Crown  corporations 
including  the  Alberta  Hone  Mortgage  Corporation, 
Alberta  Housing  Corporation,  Alberta  Municipal 
Financing  Corporation,  Alberta  Government  Telephones, 
Alberta  Agricultural  Develoj:n>ent  Corporation,  Al- 
berta Opportunity  Ccsrpany;  for  capital  projects;  and 
for  loans  to  other  provinces  at  market  rates  avail- 
able to  the  best  provincial  credits.   (24) 


"IWo  objectives  have  been  set  for  the  trust.  The  first,  savings,  is  acoonplished 
through  setting  aside  a  portion  of  mineral  revenues  now  so  that  they  will  be 
available  later  for  future  generations.  Its  income  eeiming  investments, 
however,  are  equivalent  to  little  more  than  one  year's  budgetary  expenditure 
by  the  province. 

The  second  (±)jective  is  investment.  The  Alberta  Treasury  manages  the  fund, 
with  investments  approved  by  a  ccnmittee  which  is  ccstposed  of  the  entire  29- 
mstiber  Provincial  Cabinet  (which  includes  the  Prenier)  .  In  addition,  capital 
projects  must  be  approved  by  tlie  legislature.  Professional  investment  advisors 
are  also  enployed. 

Five  separate  divisions  of  the  Treasury  administer  the  trust.  The  Capital 
Projects  Division,  which  has  custody  of  up  to  20%  of  the  fund's  investments, 
has  purchased  over  800  rail  hopper  cars;  invested  in  medical,  agricultural. 


(24)  Alberta  Heritage  Fund,  "1980-81  Annual  Report",  page  2. 
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and  energy  research;  underwritten  scholarships;  provided  funds  for  the  building 
of  parks  and  recreation  areas;  and  financed  airport  terminal  construction  pro- 
jects. While  these  investments  do  not  earn  a  direct  financial  return  for  the 
fund,  they  are  deemed  to  provide  other  iiiportant  economic  and  social  benefits 
for  Albertans. 

The  Canada  Investment  Division  loans  money  to  other  provinces,  v^ich  generally 
use  the  receipts  for  infrastructure  projects. 

The  Alberta  Investment  Division  makes  market  rate  loans  to  Alberta  provincial 
corporations.  One  of  these,  the  Alberta  Opportunity  Corpany,  provides  loans 
or  loan  guarantees  to  new  or  expanding  small  Alberta  businesses  which  cannot 
obtain  credit  elsev^ere.  Vencap  Equities  Alberta  Ltd.,  started  with  a  $200 
million  loan  firm  the  trust,  provides  risk  capital  to  high-risk  and  innovative 
businesses . 

The  Energy  Investment  Division  makes  investments  designed  to  facilitate  the 
development,  processing,  or  transportation  of  energy  resources  within  Canada. 
The  Conmercial  Investment  Division  mainly  makes  equity  investments  in  firms 
with  credit  status  meeting  fund  requireanents . 

The  Saskatchewan  Heritage  Fund  was  formed  in  April,  1978,  and  receives  all 
revenues  derived  by  the  province  from  non- renewable  resources.  It  is  admin- 
istered by  the  provincial  department  of  finance  through  three  divisions. 

Part  of  the  trust's  revenues  are  transferred  to  the  province's  Consolidated 
Fund,  to  lower  the  cost  of  on-going  government  activities  to  current  taxpayers, 
A  maximum  of  80  percent  of  the  Heritage  Fund  may  be  used  for  that  purpose. 


I 


-70- 
Like  Alberta,  Saskatchewan  places  part  of  its  trust  in  investments  in  capital 
projects  v^ich  do  not  produce  a  financial  return  to  the  fund.  Projects  have 
included  research  facilities,  highways,  airstrips,  government  buildings, 
parks,  and  local  infrastructure  programs. 

The  fund  irakes  loans  to  and  equity  investments  in  a  nurrber  of  Crown  corpora- 
tions, including  the  Saskatchewan  Mining  Development  Corporation,  the  Saskatch- 
ewan Grain  Car  Corporation,  Saskatchewan  Oil  and  Gas  Corporation,  and  Saskatch- 
ewan Power  Corporation.  Grants  are  made  to  the  province's  oil  eind  gas  industry 
as  incentives  to  promote  the  exploration,  development,  and  conservation  of 
those  resources. 


K.  Alaska 

One  other  resource-based  fund  is  of  interest,  although  it  is  not  supported 
by  a  severance  tax  as  such.  Alaska's  constitutionally  created  permanent  fund 
receives  no  less  the  "25  percent  of  all  mineral  lease  rentals,  royalties, 
royalty  sale  proceeds,  federal  mineral  revenue  sharing  payments  and  bonuses 
received  by  the  State"  as  well  as  any  other  monies  appropriated  or  allocated 
by  law. 

The  Alaska  Permanent  Fund  Corporation  manages  the  trust.  Its  six^nanber 
board  of  trustees  is  appointed  by  the  governor.  The  corrmisioner  of  revenue 
and  one  other  head  of  a  principal  department  of  state  government  are  the 
public  sector  representatives;  the  raraining  four  mesubers  must  hold  no  elective 
or  appointive  office  and  must  have  "recognized  competence  and  wide  experience 
in  finance,  investments,  or  other  business  managonent- related  fields." 
(37-13.050,  Alaska  Statutes) 


I 
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The  corporation's  purpose  is  to  provide  a  means  of  conserving  a  portion  of  the 
state's  revenues  from  mineral  resources  to  benefit  "all  generations  of 
Alaskans".  Its  goal  is  to  maintain  the  safety  of  the  principal  of  the  trust 
while  maximizing  the  fund's  total  return,  managing  meanv^^ile  to  allow  the 
maximum  use  of  disposable  incoiie  fron  the  coirporation  for  purposes  designated 
by  the  legislature. 

The  prudent  man  rule  governs  the  board's  actions.  In  addition,  statutes  specify 
that  the  fund  must  be  invested  only  in  incone-producing  assets,  that  invest- 
ments must  be  diversified,  and  that  the  trust  principal  may  not  be  used  to 
guarantee  the  cfoligations  of  others.  Permissible  investments  include  corporate 
debt  securities  v/ith  an  AA  or  better  rating  and  preferred  and  catmon  stock  of 
major  exchange- listed  U.  S.  corporations  (no  more  than  50%  of  the  fund)  ; 
bankers  acceptances  of  $200  million  each  or  more;  SBA,  VA,  and  FmHA  guaranteed 
loans;  insured  first  mortgage  notes  or  notes  with  a  loan  to  value  ratio  of 
less  than  50%  for  conmercial  properties  and  70%  for  residential  structures 
(maximum:  15%  of  the  fund) ;  equity  investments  in  developed,  ccnpleted,  and 
subst5intially  rented  real  estate  (maximum:  15%  of  the  fund) ;  and  certificates 
of  deposit  issued  by  U.  S.  banks  located  in  foreign  countries  (maximum:  20% 
of  the  fund) . 


The  board  shall  invest  the  assets  of  the 
corporation  in  in-state  investments  to  the  ex-»-ent 
in-state  investments  are  available  if  the  in-state 
investments 

(1)  have  a  risk  level  and  expected  yield 
coiparable  to  alternate  investment  opportxmities; 
and 

(2)  are  included  in  the  list  of  permissible 
investments .    ( 37 .  13 .  130  ( 1),  Alaska  Statutes) 


To  offset  the  adverse  effects  of  inflation  on  the  permanent  fund's  purchasing 
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power,  the  legislature  has  provided  that  at  the  end  of  each  fiscal  year  an 
amount  sufficient  to  cover  the  inflation  loss  (as  measured  by  a  nationally 
recognized  index)  be  transferred  fron  net  income  to  the  fund's  principal. 
Net  income  is  conputed  in  accordance  with  generally  accepted  accounting 
principles,  excluding  any  unrealized  gains  or  losses. 

Part  of  the  fund's  income  is  distributed  in  dividend  payments  to  persons 
v^o  have  been  Alaskan  residents  for  at  least  six  mcaiths.  At  the  end  of 
Fiscal  Year  1983,  $11,869,300  was  appropriated  to  the  dividend  fund.  The 
remaining  income  is  deposited  in  the  general  fund. 


-73- 


CHAPTER  IV  —  Trust  Management:  Principal 

The  examination  of  severance  tax-based  trust  funds  elsev^^ere  helps  point  up 
a  number  of  issues  and  options  which  should  be  addressed  by  Montana  Dolicy 
makers  if  this  state  is  to  avoid  the  pitfalls  encountered  by  others: 

1.  What  is  the  effect  of  inflation  on  the  purchasinq  power  of  the 
trust? 

2.  How  can  purchasinq  power  losses,  if  any,  be  slowed  or  elirninated? 

3.  Is  "social"  investment  of  trust  funds  a  desireable  or  permissible 
development  strateqy? 

4.  Could  more  aqqrcssive  manaqement  of  trust  resources  produce  qreater 
economic  development  benefits  than  are  now  beinq  achieved,  v*iile  still  oro- 
tectinq  and  enhancinq  the  interests  of  future  qenerations? 

5.  Should  beneficiaries  have  a  voice  in  settinq  trust  management 
qoals  and  policies? 


A.  Purchasina  Power  Losses 


A,l.  Inflation 


Usinq  the  Consumer  Price  Index  (CPI-U)  as  a  gauqe  of  purchasinq  tx^wer  chanqes, 
a  rouqh  calculation  of  the  effect  of  inflation  on  trust  deposits  produces 
some  discouraqinq  statistics. 
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Fiscal 

Amount  of 

CPI-U 

Value  of 

Gain/ (loss)  of 

Year 

Deposits 

(1984  Base) 

Deposit  in 

Purchasina 

Ending 

to  Trust 

Adjusted 

to 

1984  Dollars 

Fewer 

June 

(in  $000) 

6/30  FY  ] 

End 

(in  $000) 

(in  $000) 

1978 

$  6,262 

60.6 

$  3,795 

$  (2,467) 

1979 

10,627 

66.4 

7,056 

(3,571) 

1980 

23,024 

74.6 

17,176 

(5,848) 

1981 

35,208 

83.4 

29,363 

(5,845) 

1982 

43,093 

90.2 

38,870 

(4,223) 

1983 

40,022 

94.4 

37,781 

(2,241) 

1984 

41,411  tax 

98.0 

40,583 

(828) 

3,344  int. 

*    98.0 

3,277 

3,277 

$202,991 

$177,901 

$(21,746) 

*Redeposit  of  15%  of  trust  income  and  interest  to  principal. 

Deposits  made  in  1978  —  only  six  years  ago  —  had  lost  39.4%  of  their 
purchasing  power  by  mid-1984.  While  approximately  $200  million  in  tax  receipts 
had  been  placed  in  the  trust,  it  could  buy  caily  $178  million  in  aoods  and 
services  at  1984  prices,  an  overall  loss  of  $22  millicxi,  or  10.9%  of  total  value. 


Using  estimated  CPI-U  bases  derived  from  Chase  Eoonanetr ics '  most  recent 
short-  and  long-term  forecasts,  projections  to  the  end  of  the  century  can 
be  made.  Declines  in  purchasing  pcwer  (measured  in  2000  dollars)  of  those 


same  seven 

trust  deposits 

would  then  look 

like  this: 

Fiscal 
Year 
Ending 
June  30 

Aitount 
Deposits 
to  Trust 
(in  $000) 

CPI-U 

(2000  Base) 
Adjusted  to 
6/30  FY  End 

Value 
Deposit  in 
2000  Dollars 
(in  $000) 

Gain/ (Loss)  of 
Purchasing 
Pcwer 
(in  $000) 

1978- 

$  6,262 

26.9 

$  1,684 

$   (4,578) 

1979 

10,627 

% 

29.4 

3,124 

(7,503) 

1980 

23,024 

33.1 

7,621 

(15,403) 

1981 

35,208 

37.0 

13,027 

(22,181) 

1982 

43,093 

40.0 

17,237 

(25,856) 

1983 

40,022 

41.9 

16,769 

(23,253) 

1984 

41,411 
3,344 

tax 
int. 

43.4 
43.4 

17,972 
1,452 

(23,429) 
1,452 

$202,991 

$  78,886 

$(120,751) 
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The  1978  deDosit  will  have  lost  73.1%  of  its  original  purchasing  power  by 
the  year  2000,  and  the  total  seven  years'  deposits  will  have  lost  59.5%  of 
their  power. 

If  the  reason  for  the  creation  of  the  coal  tax  trust  was  to  preserve  wealth 
for  future  generations,  clearly  it  is  failing  to  fulfill  that  purtx)se. 
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A. 2.  Future  Deposits 

The  alanning  rate  of  decline  in  purchasing  power  has  been  largely  obscured 
by  the  increasing  size  of  new  deposits  to  the  trust.  That  is,  the  nominal 
value  of  the  fund  has  continued  to  escalate  rapidly,  even  v^ile  the  real 
value  of  early  deposits  has  been  slipping  away.  It  has  been  easy  to  ignore 
the  problem  or  to  minimize  its  importance. 

When  the  coal  tax  trust  was  established,  an  almost  endless  stream  of  deposits 
appeared  likely.  Montana  and  Wyoming  together  contain  40%  of  the  total 
demonstrated  U.  S.  coal  reserve  base.  In  1975  Montana  was  estimated  to  have 
471.6  billion  short  tons  of  coal  resources,  of  which  291.6  tons  are  identified. 
Of  the  identified  resources,  2.3  billion  short  tons  are  bituminous;  176.8, 
subbituminous;  and  112.5,  lignite.  In  the  record  year  of  1981,  production 
reached  a  high  of  33  million  tons.  Even  at  greatly  increased  rates,  one 
could  have  assumed  the  coal  industry  would  be  with  us  a  long  time. 

Availability  of  the  resource,  however,  is  not  the  only  factor  which  must 
be  considered.  Other  key  items  include  mining  costs,  rail  transportation, 
changes  in  electricity  consumption,  "acid  rain"  legislation,  and  the  develops 
ment  of  alternative  fuel  sources.  All  of  these  effect  the  conpetitiveness 
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of  Montana  coal  in  the  national  marketplace  —  and,  by  extension,  the  health 
of  the  coal  tax  tnist  fimd. 

Sane  of  the  unknowns  vdiich  contribute  to  the  uncertainty  regarding  future 
trust  deposits  are: 

A. 2. a.  Contracts 

Presently  95%  of  the  state's  coal  production  is  purchased  by  just  nine  corpanies, 
and  the  three  largest  custoners  (Northern  States  Power,  Detroit  Edison,  and 
Coimonwealth  Edison)  bought  52%  of  the  1983  total.  In  any  business,  a  con- 
centration of  sales  volume  within  just  a  few  custoners  is  risky.  The  loss  of 
one  or  twD  large  contracts  can  have  disasterous  effects  on  the  profit  picture. 
By  the  end  of  this  century,  the  contracts  of  six  of  Montana's  major  custcaners 
(accounting  for  64%  of  1983  sales)  will  be  up  for  renegotiation.  If  they  are 
successfully  re-bid,  sales  of  Montana  coal  should  continue  at  healtliy  levels. 
If  not,  however,  coal  production  (and  coal  tax  revenues)  could  decline  pre- 
cipitously. 


A.2.b.  Sulfur  Dioxide  Pollution  Controls 

Montana's  major  conpetitor  at  this  time  is  Wycming,  which  for  a  variety  of 
reasons  enjoys  lov\er  mine  production  costs  and  cotparable  (if  not  better) 
freight  rates.  There  is  one  factor,  however,  which  could  shift  the  markets 
away  fron  these  western  states.  Regulations  proposed  by  the  federal  Environ- 
mental Protection  Agency  would  require  a  reduction  of  from  3  percent  to  12 
percent  in  the  24  million  tons  of  sulfur  dioxide  pollution  oroduced  annually 
by  coal-burning  power  plants.  Sulfur  dioxide  pollution  is  thoiKfht  to  be  a 
major  cause  of  acid  rain,  v^ich  has  damagexl  many  bodies  of  water  in  the  eastern 
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part  of  the   country. 

EPA  has  said  that  100  to  150  of  the  af fec±ed  plants  could  install  scrubbers  to 
clean  the  emissions,  or  switch  from  hiqh-sulfur  to  low-sulfur  coal.  Since 
Montana  produces  primarily  low-sulfur  coal  (an  average  of  .6%  versus  3%  for 
Illinois  coal) ,  the  new  recjulations  might  makes  its  product  more  attractive, 
but  if  scrubbers  are  required,  rather  than  made  optional,  or  if  the  "per  BTU" 
cost  of  burning  and  scrubbing  the  emissions  of  high-sulf\ir  coal  is  less  than 
the  cost  of  burning  low-sulfur  coal,  then  the  advantage  could  swing  back  toward 
the  eastern  coal  fields. 


A.2.C.  Other  Fuel  Sources 

Many  powerful  eastern  coal  states,  fearing  negative  enployment  iitpacts  and 
decreasing  coal  sales,  have  proposed  new  laws  that  would  forbid  utilities 
to  switch  to  non-local  (western)  low-sulfur  coal.  Such  protective  legis- 
lation, coupled  with  strict  acid  rain  regulations,  could  be  the  catalyst  that 
would  prompt  coal-burning  utilities  to  switch  to  other  pcwer  sources,  such 
as  nuclear  energy  or  (in  some  areas)  electricity  purchased  frcm  Canada. 

Because  of  the  large  number  of  unknowns  in  the  equation,  the  projection  of 
Montana  coal  production  levels  and  coal  tax  revenues  beyond  the  end  of  the 
century  is  problematic.  Declines  in  Montana  coal  prices  or  freight  rates 
or  national  increases  in  electricity  consumption  could  stimulate  coal  sales. 
On  the  other  hand,  unfavorable  acid  rain  le<iislation  or  an  inability  to  stay 
ccmpetitive  with  Wyoming  producers  could  further  depress  Montana  production. 
Such  issues,  as  well  as  the  question  of  whether  the  coal  severance  tax  itself 
has  an  irrpact  on  sales  levels,  are  beyond  the  scope  of  this  report.  VThat  is 
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relevant  is  that  there  are  any  nunixjr  of  factors  which  could  lead  to 

increased  or  decreased  coal  production  in  the  state.  If  mining  activity 

declines,  so  will  coal  tax  revenues.  In  that  case,  the  loss  of  ourchasinq 

power  of  past  deposits  beccsnjies  even  more  critical. 


A. 3.   Redeposit  of  Interest  and  Inccane 

Charts  4  through  6,  prepared  for  the  Board  of  Investments  by  the  investment 
firm  of  Scudder,  Stevens,  and  Clark,  shew  the  effects  of  reinvesting  15%,  50%, 
and  100%  respectively  of  the  inoone  on  a  $1000  investment  in  a  20-year-  bond 
paying  10%  interest.  Pteinvesting  15%  of  the  incane  (as  provided  for  by  the 
water  development  bond  legislation)  produces  a  3.25%  per  year  grcwth  in 
purchasing  power.  A  50%  reinvestment  would  result  in  a  7.08%  annual  purchasing 
power  growth;  and  a  100%  reinvestment,  a  10%  growth. 

When  the  offsetting  effects  of  inflation  are  factored  in,  howsver,  the 
picture  is  less  bright.  In  analyzing  the  same  issue,  a  1984  Legislative 
Council  study  of  the  problon  drew  the  following  conclusion: 


Assuming  3  percent  as  (tlie)  annual  inflation 
rate  and  using  12  percent  as  the  rate  of  yield, 
annual  income  would  be  $14,400,000  on  (a  trust) 
principal  of  $120,000,000. 

Allocation  of  15%  of  earnings  to  (the) 
trust  fund  (principal)  would  be  $2,160,000. 

Inflation  rate  of  3  percent  v\ould  meanwhile 
reduce  the  purchasing  power  of  the  (principal)  by 
$3,600,000. 

(The)  result  will  be  that  even  with  alloca- 
tion of  15  percent  of  earnings  to  the  (principal) , 
purchasing  power  will  decline  by  almost  $1.5  million. 
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The  redeposit  issue  is  conplicated  by  t±ie  fact  that  two  mutually  inter- 
dependent functions  of  the  trust  may  also  be  in  conflict  with  each  other. 
Those  functions  are: 

1.  the  saving  of  a  ccjipensatory  fund  for  future  generations;  and 

2.  the  provision  of  a  revenue  source  to  pay  for  on-qoing  qovem- 
ment  expenses  which  vould  otherwise  have  to  be  met  through  higher  state  taxes 
or  fees. 

Eighty-five  percent  of  the  earnings  on  the  trust  are  available  for  deposit 
to  the  state's  general  fund.  In  the  fiscal  year  ended  June  30,  1983  (before 
the  15%  redeposit  requirement  \.>;ent  into  effect) ,  interest  amounted  to 
$18,156,379,  or  5.6%  of  total  general  fund  revenues.  The  only  larger  sources 
were  the  individual  incone  tax  (30.2%),  the  oil  production  license  tax  (13.6%), 
and  the  corporate  license  tax  (6.4%).  Unquestionably,  interest  on  the  coal 
trust  is  a  mainstay  of  Montana's  state  finances.  As  the  cost  of  the  activities 
being  supported  inevitably  increases,  so  must  the  revenue  sources  which  pay 
for  them.  If  the  purchasing  power  of  the  trust  deK:lines,  hcwever,  its  income 
generating  capacity  is  similarly  impaired.  In  fact,  at  the  point  at  v^ich 
the  trust  ceases  to  grow  in  real  terms,  either  through  the  effects  of  in- 
flation or  a  decrease  in  new  tax  revenues  (or  scare  ccanbination  thereof) , 
it  beccaries  self -liquidating. 

Presently  Montana  is  burning  its  coal  trust  at  both  ends.  It  does  not 
re-deposit  enough  of  the  interest  earnings  back  into  the  principal  to  stay 
ahead  of  inflation,  and  recent  legislation  actually  may  diminish  the  inflow 
of  new  revenues. 
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The  1983  legislature  passed  three  bills  designed  to  encxDurage  Montana 
cx5al  produc±ion  by  lowering  the  effective  state  tax  rate  on  coal.  Senate 
Bill  264  allows  an  inputod  value  (which  will  be  lower  than  the  FOB  price) 
to  be  used  v^en  a  beneficiation  process  (drying,  cleaning,  etc.)  has  been 
used  to  inprove  the  quality  of  the  coal.  House  Bill  706  provides  a  deduction, 
to  be  phased  in  over  a  four-year  period,  for  royalties  paid  to  Indian  tribes, 
the  state,  or  the  U.  S.  government.  Finally,  the  legislature  exenpted  from 
severance  taxes  the  first  50,000  tons  of  coal  produced  each  year  frcan  a 
mine  by  a  small  producer,  up  from  20,000  tons  previously.  The  Office  of 
Budget  and  Program  Planning  estimates  that  the  gross  proceeds  and  severance 
tax  savings  to  producers  frcxn  House  Bill  706  alone  will  be  $20  million  over 
the  next  five  years.  If  these  savings  result  in  lower  Montana  coal  prices 
and,  hence,  increased  sales,  then  the  legislative  action  could  have  a  posi- 
tive impact  on  the  trust.  If  not,  it  will  hasten  its  erosion. 

The  Catch-22  that  confronts  the  legislature  now  is  that  the  state's  ever- 
increasing  reliance  on  coal  t£ix  interest  revenues  as  a  general  fund  support 
gives  it  little  incentive  to  re-invest  a  greater  portion  of  investment  eatn- 
ings  in  the  principal.  Yet,  if  the  principal  does  not  increase  substantially, 
future  earnings  will  be  inadequate  to  maintain  the  trust's  current  pro-* 
portional  share  of  the  revenue  needed  to  meet  escalating  general  fund  demands. 
Future  generations  will  still  have  to  pay  the  bills  for  on-going  general 
government  operations,  but  the  trust  will  give  them   less  in  real  terms  to 
work  with  than  it  gives  current  Montanans.  Their  ccnpensatory  fund  will 
have  shrunk  through  inflation  (and,  possibly,  diminished  revenues) ,  and  its 
income  earning  capability  will  be  similarly  lessened. 
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B.  Options  for  Reducing  Losses 

If  the  preservation  of  a  grcwing  principal  and  the  maximization  of  the 
returns  on  that  principal  are  to  be  achieved,  several  modifications  in 
trust  policy  are  necessary.  First,  the  losses  of  trust  purchasing  power 
must  be  offset  or  eliminated  —  through  increased  coal  sales  v^^ich  lead  to 
increased  tax  revenues,  or  through  the  deposit  of  more  than  50%  of  severance 
tax  revenues  into  the  trust,  or  through  the  re-deposit  into  the  trtast  of  a 
substantial  portion  of  investment  earnings,  or  through  sane  combination  of 
the  foregoing. 

Secondly,  if  greater  returns  are  to  be  achieved,  the  Board  of  Investments 
and  the  Montana  Economic  Developtrent  Board  must  be  given  the  authority  to 
take  advantage  of  a  greater  range  of  investment  opportunities.  A  significant 
first  step  would  be  to  modify  the  list  of  approved  investments  for  the  trust 
to  include  the  purchase  of  equity  instruments.  The  Board  of  Investments 
currently  makes  such  investments  with  the  various  retirement  funds  it 
•  administers,  and  on  June  30,  1984,  had  $95,667,654  (5.4  percent  of  total 
invested  state  funds)  in  comon  stock. 

As  discussed  earlier,  the  addition  of  capital  gains  on  bond  sales  to  the 
principal  of  the  trust  could  also  have  sane  inflation-fighting  effect. 
Presently  the  Board  "defers  gains  and  losses  resulting  from  bond  swaps 
and  amortizes  such  gains  and  losses  over  the  shorter  of  either  the  re- 
maining life  of  the  bonds  sold  or  the  replacement  bonds  purchased."  (25) 
In  Fiscal  Year  1984,  the  trust  had  an  unamortized  deferred  loss  of 


25.  State  of  Montana  Board  of  Investnents,  "1983-1984  Fiscal  Year  Report", 
Helena,  Montana,  1984,  page  36. 
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of  ($120,983),  \4iich  was  offset  by  a  prior  year  total  deferred  gain  of 
$126,895,  netting  a  positive  $5,912  unamortized  deferred  gain.  While  the 
present  nunters  may  not  seem  substantial  enough  to  affect  pxorchasing  power, 
in  a  different  investment  environment  the  gains  could  be  significant. 

The  building  and  safegioarding  of  the  trust's  principal,  coupled  with 
the  maximization  of  earnings  and  the  reinvestment  of  a  major  portion  thereof, 
wDuld  insure  that  future  generations  receive  a  significant  sum  of  money  to 
use  to  meet  their  identified  needs.  Since  current  investments  would  continue 
to  be  made  within  the  confines  of  the  prudent  person  standard,  it  is  an 
eminently  safe,  conservative,  and  responsible  approach.  It  "protects  future 
generations'  ability  to  make  choices."  (26) 


C.  Prudent  Investing  and  Social  Investments 

But  the  settlors  of  the  coal  trust  established  goals  beyond  mere  income 
maximization.  The  trustees  are  also  charged  with  using  the  trust  resources 
to  stabilize,  strengthen,  and  diversify  the  Montana  eooncmy  "and  to  increase 
Montana  enployment  and  business  opportunities  while  maintaining  and  inproving 
a  clean  and  healthful  environment."  It  is  at  this  point  that  the  goals 
come  into  potential  conflict  with  the  prudent  person  rule  that  is  imposed 
on  trust  investment  activities. 

The  "prudent  person"  ("prudent  man",  "prudent  investor")  rule  as  we  now  know 
it  was  laid  down  in  1830  by  Justice  Samuel  Putnam  of  the  Supreme  Judicial 
Court  of  Massachusetts  in  the  case  of  Harvard  College  v.  Amory.  A  trustee 


(26)  Brumer,  Leah  R. ,  Investing  Natural  Resource  Revenues:  Options  for  the 
States,  Western  Conference,  Council  of  State  Governments  and  Lincoln 
Institute  of  Land  Policy,  San  Francisco,  California,  1983,  page  36. 
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had  been  sijed  by  the  trust's  remaindermen  because  the  value  of  the  trust's 
assets  had  declined  from  $50,000  to  $38,000  during  liis  trusteeship.  llTe 
court  held  that: 


All  tliat  can  be  required  of  a  trustee  to 
invest  is,  that  he  shall  (X)nduct  himself  faith- 
fully and  exercise  a  sound  discretion.  He  is  to 
observe  hew  men  of  prijdence,  discretion  and  in- 
telligence manage  their  own  affairs,  not  in  re- 
gard to  speculation,  but  in  regard  to  the  perma- 
nent disposition  of  their  funds,  considering  the 
probable  incone,  as  well  as  the  probable  safety 
of  the  capital  to  be  invested.   (27) 


"Hie  essence  of  the  court's  finding  was  that  if  the  trustee's  original 
investment  decision  was  undertaken  reasonably  and  in  good  faitli,  he  should 
not  be  charged  with  the  investment's  subsequent  poor  performance.  In  making 
that  original  decision,  however,  the  trustee  was  expected  to  avoid  any  risks 
v^ch  were  inccxrpatible  with  his  obligation  to  safeguard  the  trust. 

'  At  the  time  of  the  Harvard  College  case,  courts  generally  held  that  certain 
types  of  investments  (undeveloped  land,  for  instance)  were  imprudent  in  any 
event  (per  se) ,  and  that  each  individual  investment  had  to  meet  the  standard 
of  prudence  on  its  own,  not  in  the  context  of  the  entire  portfolio  of  which 
it  was  a  part.  More  recent  court  and  federal  agency  rulings,  particularly 
those  regarding  public  and  private  pension  funds  and  other  institutional 
investors,  however,  have  tended  to  focus  not  on  single  investment  decisions 
but  instead  on  how  and  vAiy  an  entire  portfolio  has  been  structured.  The 
management  procedures  of  the  trustees  are  deemed  to  be  of  primary  interest. 
How  were  the  performance  objectives  of  the  trust  established  to  reflect  the 


27)  26  Mass.  at  461 
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pirrposes  of  the  trust?  Within  that  framewDrk,  how  were  individual 
investments  chosen  to  diversify  the  portfolio  and  minimize  either  cxarpany- 
specif ic  or  systemic  risks?  How  were  risks  weighed  and  balanced  against 
possible  returns?  What  steps  were  taken  to  offset  the  effects  of  in- 
flation on  the  trust? 

Today,  no  investment  is  inprudent  per  se.   "The  prudence  of  investments  in 
instruments  like  financial  futures,  options,  precious  metals  and  the  like  is 
wholly  a  function  of  the  manner  in  v^ich  the  investment  is  made  and  how  it 
relates  to  the  portfolio."  (28)   "The  prudent  man  standard  .  .  .  does  not 
permit  hindsight  judgment  of  investment  choices  —  the  prudence  of  an  in- 
vestment is  determined  at  the  time  the  trustee  makes  the  investment,  not  when 
the  results  are  known."  (29)  For  that  reason,  trustees  are  well-advised  to 
keep  clear  records  showing  v^y  each  investment  decision  was  made,  and  how 
it  contributed  to  the  achievement  of  trust  goals,  investment  strategies, 
and  diversification  policies. 

Reconciling  the  goals  find  policies  established  by  the  legislature  for  the 
permanent  co^il  tax  trust  fund  with  the  demands  of  the  prudent  person  rule 
and  the  "laundry  list"  is  a  perilous  and  at  times  iirpossible  task.  Unable 
to  invest  in  equity  instruments  find  denied  the  use  of  85%  of  investment 
earnings  for  reinvestment,  the  Foard  of  Investments  and,  to  a  lesser  extent, 
the  Montana  Economic  Development  Board  are  virtually  helpless  to  prevent 
inflation-caused  losses  to  the  trust's  real  value. 

Beyond  that,  the  legislature's  charge  to  the  trustees  to  use  the  trust  to 


28.  Debevoise  and  Plimpton,  "The  Prudent  Investor  Rule",  Memorandum  for  the 
Legislative  Budget  and  Audit  Committee,  State  of  Alaska,  1981,  page  5. 

29.  Ravikoff  and  Curzan,  "Social  Responsibility  in  Investment  Policy  and  the 
Prudent  Man  Rule",  68  California  Law  Review  (518),  1980. 
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"stabilize,  strengthen,  diversify",  etc.  propels  them  toward  the  borders 
of  the  relatively  uncharted  realm  of  so-called  "social  investinq".  Social 
investment  has  been  defined  as  "the  pursuit  of  an  investment  stratecry  tliat 
torpers  the  conventional  objective  of  maximizinq  the  investor's  financial 
interests  by  seeking  to  proTDte  non-financial  social  goals  as  well."  (30) 
This  can  work  in  tvTO  ways:  "excluding  the  securities  of  certain  otherwise 
attractive  oonpanies  fran  an  investor's  portfolio  because  the  ccxtpauies 
are  judged  to  be  socially  irresponsible"  (31)  (maintaining  facilities  in 
South  Africa  or  hiring  only  non-union  labor,  for  instance) ,  and  "including 
the  securities  of  certain  otherwise  unattractive  companies  because  they  are 
judged  to  be  behaving  in  a  socially  laudable  way"  (32)   (encouraging  minority 
business  ownership,  creatincf  jobs  in  econcmically  depressed  areas,  protecting 
the  environment,  etc.). 

Deciding  \4ien  a  "social"  investment  is  also  a  "prudent"  investment  has 
proven  to  be  a  knotty  problem.  The  two  most  frequently  cited  court  tests 
•  are  Blankenship  v.  Boyle,  329  F.  Sujp.  1089  (D.D.C.  1971)  and  Withers  v. 
Teachers'  Retirement  System,  447  F.  Supp.  1248  (S.D.N.Y.  1978),  aff'd 
595  F.2d  1210  (2d  Cir.  1979).  In  Blankenship,  the  United  Mineworkers'  Union 
had  deposited  its  pension  fund  assets  in  an  interest-free  account  in  a  bank 
ovned  by  the  union.  The  bank  used  those  funds  and  the  subsid\'  derived  from 
the  waived  interest  to  buy  controlling  interests  in  electric  utility  ocxn- 
panies,  v^ich  were  then  required  to  bum  only  union-^nined  coal. 

The  plaintiffs  argued  that  the  interest-free  investment  was  imprudent. 


(30)  Langbein  and  Posner,  "Social  Investing  and  the  Law  of  Trusts",  79 
Michigan  Law  Review,  98,  1979. 

(31)  Ibid. 

(32)  Ibid. 


-89- 
sacrif icing  financial  return  for  non-financial  benefits.  The  trustees 
maintained  that  it  was  prudent  because  the  pension  fund  was  partially 
supported  by  contributions  from  the  coal  producers  on  a  per- ton  basis. 
Therefore,  they  said,  forcing  the  utilities  to  bum  coal  frcm  union  mines 
ensured  continuing  support  of  the  fund  ^lnd  preserved  the  jobs  of  union 
employees  at  those  mines.  The  District  of  Columbia  court,  however,  held 
that  the  acquisitions  were  made  primarily  to  aid  the  union  rather  than  to 
benefit  the  fund.  This  was  "a  clear  case  of  self-dealing  on  the  part  of 
the  trustees",  said  the  court,  "and  constituted  a  breach  of  trust."  The 
alleged  non-fiduciary  benefits  to  mineworkers  were  insufficient  to  meet 
the  test  of  prudence. 

In  Withers,  the  trustees  of  the  Teachers'  Retirement  Fund  of  New  York  City 
were  charged  with  imprudently  having  purchased  a  large  number  of  unmarket- 
able and  highly  speculative  bonds  of  the  City  of  New  York,  issued  as  part 
of  a  plan  to  help  the  city  avoid  bankruptcy.  The  District  Court  for  the 
Southern  District  of  New  York  held  that  had  the  city's  potential  bankruptcy 
not  been  a  factor,  the  trustees'  decision  to  invest  so  great  a  portion  of 
the  fund's  assets  in  the  purchase  would  have  violated  the  prudent  person 
standard.  Because  the  city  was  both  the  primary  contributor  and  the  guarantor 
of  the  retirement  fund,  however,  the  court  found  that  the  fund's  action  to 
assist  the  city  in  staving  off  bankrupjicy  was  also  a  prudent  effort  to  pre- 
serve the  fund's  assets. 

The  actual  inport  of  Withers  is  subject  to  debate.  Ravikoff ,  a  proponent  of 
social  investing,  sees  it  positively: 
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The  prudent  nan  standard  that  onerqes  from 
Withers  can  thusly  be  cast:  a  trustee  is  permitted 
to  sacrifice  adequate  return  and  corpus  safety 
only  where  the  investment  provides  "other  benefits" 
to  the  interested  parties.  (33) 


Debevoise  and  Plimpton  are  more  restrained  in  their  analysis:  "VJhether  Withers 
sanctions  social  investing,  or  —  as  is  more  likely  —  merely  stands  for  the 
proposition  that  traditional  nxLes  are  relaxed  in  desperate  times,  is  not 
entirely  clear."  And  they  go  on  to  say: 


In  sum,  the  full  legal  verdict  on  social 
investing  is  not  in.  Ccmnentators  suggest  that 
investnent  decisions  which  are  influenced  by 
or  sensitive  to,  but  not  dictated  by,  non- traditional 
objectives  are  not  prudent.  Nevertheless  this  is  an 
area  in  \ft^ich  investment  managers  should  move  with 
extreme  caution.  If  there  is  any  sacrifice  of  yield 
or  increase  in  risk,  the  danger  of  being  held  to 
have  violated  legal  standards  is  significant.  (34) 


The  horns  of  the  dilemma  that  confronts  the  coal  trust  fund  trustees  is 
that  they  are  enjoined  on  one  hand  to  use  the  fund  to  achieve  certain  social 
purposes  and  on  the  other  hand  are  subjected  to  the  restraints  imposed  by 
the  prudent  person  standard.  Therefore,  they  may  strencjthen,  stabilize,  and 
diversify  only  through  investments  that  are  also  prudent.  Given  the  potential 
consequences  of  a  mis-step  in  treading  this  legal  tightrope,  a  certain  lack 
of  zegt  for  the  adventure  is  not  surprising.  The  trustees  are  working  without 
a  net. 

The  Montana  Eooncmic  Development  Board  has  been  given  a  little  more  discretion 
in  its  ventures.  It  is  subject  to  the  prudent  person  standard,  but  has  also 


(33)  Ravikoff  and  Ojrzan,  ^.  cit. 

(34)  Deveboise  £UTd  Plimpton,  op.  cit. ,  page  41, 
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been  told  to  "consider  the  lonq-term  benefit  to  the  Montana  economy"  in 
calculating  the  rate  of  return  on  its  investments.  In  choosing  between 
investments,  it  may  choose  one  investment  which  produces  a  lower  financial 
rate  of  return  than  another  if  the  social  benefits  make  up  the  gap.  While 
this  leaves  the  MEDB  in  the  scroewhat  murky  area  of  having  to  try  to  assign 
a  dollar  value  to  jobs  not  yet  created,  property  and  incane  taxes  not  yet 
paid,  the  offsetting  social  or  environmental  costs  of  industry  expansion, 
and  any  secondary  (multiplier)  benefits,  still  it  has  the  statutory  authority 
to  make  such  choices. 


POLICY  QUESTION:  What  quantitative  and  qualita- 
tive factors  should  the  Montana  Econonic  Development 
Board  consider  in  determining  the  "long-term  benefit 
to  the  Montana  economy"  from  its  investments? 


If  the  coal  trust  as  a  whole  is  to  be  more  fully  invested  in  inproving  the 
Montana  econony,  then  a  safety  net  needs  to  be  extended  beyond  the  MEDB's 
in-state  investment  program  to  include  the  entire  trust. 


D,  Options  for  Modification  of  Investment  Criteria 

Not  knowing  what  the  future  may  hold,  it  would  seem  to  behoove  Montana  to  begin  now 
to  actively  nanage  the  existing  coal  tax  trust  to  carry  out  its  dual  purposes: 
(1)  to  carpensate  future  generations  for  the  loss  of  a  non-renewable  resource 
and  to  meet  the  econaruc,  social,  and  environmental  impacts  of  coal  development; 
and  (2)  to  develop  a  stable,  strong,  and  diversified  econcmy  for  both  present 
and  future  Montanans.  This  can  be  accomplished  in  several  ways  through  invest- 
ment of  the  trust  principal,  but  most  would  reqirire  constitutional  or  statutory 
changes. 
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D.  1.  Adopt  t±te  Prudent  Expert  Standard 

Under  this  option  the  "laundry  list"  of  permissible  investments  would  be 
deleted  and  the  "prudent  person"  replaced  by  a  "prudent  expert"  standard. 
This,  acoordinq  to  the  legislation  proposed  by  the  Interim  Joint  Subcxxnnittee 
No.  3  on  State  Investment  Policy  would  require  any  persons  managing  state 
investments,  including  the  coal  trust,  to: 


(a)  discharge  his  duties  with  the  care, 
skill,  prudence,  and  diligence,  under  the  circum- 
stances then  prevailing,  that  a  prudent  person 
acting  in  a  like  capacity  with  the  same  resources 
and  familiar  with  like  matters  exercises  in  the 
conduct  of  an  enterprise  of  a  like  character 
with  like  aims; 

(b)  diversify  the  holdings  of  each  fund 
within  the  unified  investment  program  to  minimize 
the  risk  of  loss  and  to  maximize  the  rate  of  re- 
turn, unless  under  the  circumstances  it  is  clear- 
ly prudent  not  to  do  so;  and 

(c)  discharge  his  duties  solely  in  the 
interest  of  and  for  the  benefit  of  the  funds 
forming  the  unified  investment  program. 


This  definition  emerged  from  the  adoption  of  the  Enployee  Retirement  Incone 
Security  Act  of  1974  (ERISA)  and  its  implementation  by  tlie  U.  S.  Department 
of  Labor.  Under  Labor's  regulations,  three  irrportant  elenents  stand  out: 


First,  no  investment  decision  is  per  se  prudent 
or  per  se  iirprudent.  Second,  the  prudence  of  an  in- 
vestment decision  is  judged  in  the  context  of  overall 
portfolio  design.  Finally,  the  prudence  of  an  invest- 
ment  depends  on  consideration  of  the  portfolio's 
(a)  diversi f  ication ,  (b)  current  return  relative  to 
the  plan's  cash  flew  requirements,  and  (c)  projected 
return  relative  to  the  plan's  funding  objectives.  (35) 


The  trustees  are  afforded  considerably  more  flexibility,  ccnmensiirate  with 


(35)  Ibid.,  page  21. 
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their  expert  investment  and  fund  managenent  abilities,  than  would  be  the 
"prudent  person".  FXirther,  the  aims  of  the  trust  are  to  be  a  significant 
fac±or  in  determining  appropriate  investments. 

In  order  to  set  the  prudent  expert  standard  fully  in  effect,  Montana 
voters  would  have  to  approve  an  amendment  to  Article  VIII,  Section  13  of 
the  state  constitution  to  rcsvove   the  restriction  on  investment  of  most 
public  funds  in  private  corporate  capital  stock  as  well  as  several  other 
investment  restrictions  on  funds  of  state  institutions  of  learning.  In 
the  November,  1982,  general  election  proposed  Constitutional  Amendment 
No.  10  "for  removing  the  restriction  on  investments  of  public  funds  in 
corporate  capital  stock  and  the  requirement  that  school  fund  investments 
bear  a  fixed  rate  of  interest"  failed  to  gain  voter  approval,  and  a  new 
attenpt  to  institute  simileir  changes  plus  insert  the  prudent  ejqsert  standard 
can  expect  to  face  tough  sledding.  In  addition,  there  is  seme  question  as  to 
the  desirability  of  placing  the  prudent  expert  standard  in  the  constitution, 
given  the  fact  that  it  has  not  yet  been  fully  court-  and  time- tested. 


POLICY  QUESTION:  Should  the  prudent  expert 
standard  be  a  statutory  —  rather  than  a 
constitutional  —  standard  for  investment? 


If  a  prudent  expert  proposal  does  pass  the  legislature  and/or  the  electorate, 
the  Board  of  Investments  and  the  MEDB  will  have  a  vast  array  of  investment 
choices  at  their  disposal.  In  addition  to  putting  trust  assets  to  work  in 
all  those  ways  presently  available  to  them,  they  also  could  use  a  number 
of  innovative  means  to  both  maximize  return  and  reduce  risk  on  the  trust 
principal.  These  could  include,  but  are  not  limited  to,  investments  in 
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ventiare  capital  limited  partnership  funds,  foreign  securities,  special 
equities  financing,  option  contracts,  financial  futures,  oil  and  gas 
limited  partnerships,  bond  or  loan  guarantee  funds,  and  pooled  industrial 
residential,  or  camercial  mortgages. 

New  York,  Ohio,  and  Michigan  (among  others)  permit  the  investnent  of  up  to 
5  percent  of  state  pension  fund  assets  in  venture  capital  limited  partnership 
funds.  If  Montana  were   to  enter  this  arena,  the  venture  funds  could  be 
selected  both  for  their  potential  earnings  capabilities  and  for  their 
willingness  to  aggressively  seek  out  and  vork  with  qualifying  firms  in 
Montana  needing  venture  capital  financing.  The  return  on  investjnent  in  such 
funds  can  run  between  20  and  30  percent. 

Foreign  securities  investments  would  not  in  and  of  themselves  further  economic 
development  in  Montana,  but  the  potentially  higher  returns  on  investment  they 
could  provide  WDuld  make  more  trust  earnings  available  for  appropriation 
•  to  the  Montana  eoonomic  development  fund. 

"Special  Equities"  financing  is  a  tool  used  by  the  Investment  Board  of  the 
State  of  Wisconsin,  among  others.  It  was  begun  there  in  1982  to  undertake 
investments  in  the  pi±)licly- traded  ooimon  and  convertible  securities  of: 

1.  Small  ocjtpanies  with  stock  market  capitalizations  of  under 
$250  million; 

2.  Young  oonpanies  with  an  operating  history  of  less  than 

ten  years  (typically,  firms  which  have  been  nurtured  by  recognized  venture 
capitalists  vibo   continue  to  be  actively  involved  in  corpany  management) ;  and 

3.  Rapidly-circwing  medium-sized  companies,  especially  those  that 
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are  technology-based,  with  stock  market  capitalizations  of  $100  million 
or  rtore. 

A  study  of  the  stock  market  performance  of  New  York  Stock  Exchange  cortpanies 
with  the  smallest  equity  capitalization  showed  that  those  oarpanies  provided 
an  average  annual  total  return  of  14.6  percent  during  the  period  1931-1980. 
That  performance  conpared  to  an  average  annual  return  during  the  same  period 
of  9.5  percent  for  the  Standard  and  Poor  500  Index,  a  proxy  for  large  market 
capitalization  stocks. 

Since  1982,  Wisconsin  has  made  approximately  $250  million  in  investments  in 
special  equities,  and  expects  to  continue  such  activity  at  the  rate  of  $30  million 
per  quarter  until  a  peak  of  $400  million  is  reached.  Presently,  however,  Wis- 
consin makes  no  atterrpt  to  target  these  investments  in-state.  Such  a  linkage 
could  be  established,  though,  with  the  businesses  receiving  venture  capital 
financing  through  the  limited  partnerships  in  which  a  state  participates. 

Minnesota's  State  Board  of  Investment  has  placed  funds  not  only  in  venture 
capital  limited  partnerships,  but  also  in  oil  and  gas  limited  partnerships 
and  in  equity  real  estate  (through  three  open-ended  camdngled  funds  sponsored 
by  national  insurance  coirpanies) .  The   advantages  cited  for  these  investments 
include  iitproved  portfolio  diversification,  a  negative  correlation  with  other 
assets  v^ich  will  decrease  total  portfolio  volatility,  and  potential  high 
total  rates  of  return.  Their  value  to  trust  fund  investors  would  be  to 
minimize  inflation  losses  £md  increase  overall  earnings,  so  that  more  funds 
are  made  available  for  general  fund,  economic  development,  or  reinvestment 
purposes . 
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Several  states,  inclijding  Colorado,  New  York,  and  North  Carolina,  buy 
residential,  industrial,  and  ccxmercial  mortgages  packaged  by  insurance 
OCTipanies,  state  industrial  develcpnent  corporations,  and  others.  The 
pooling  provides  needed  capital  for  in-state  firms  or  residents  to  stimulate 
new  growth  or  e>^5ansion,  v^ile  reducing  risk  and  lessening  investment  review 
costs  for  the  purchasing  funds. 

A  portion  of  the  assets  of  the  coal  tax  trust  could  be  used  to  establish 
an  industrial  development  revenue  bond  guarantee  fund.  The  dollars  identi- 
fied to  fund  the  guarantees  (perhaps  at  the  10  percent  level)  could  still 
be  invested  in  government  guaranteed  (SBA,  FmHA,  etc. )  loans  and  be  earning 
interest  for  the  fijnd  at  the  same  time  that  the  guarantee-enhanced  IDE's 
were  stimulating  additional  private  capital  investment  in  the  state.  The 
technique  would  enable  trustees  to  leverage  a  portion  of  fund  assets,  gettina 
a  two- fold  bang  on  those  bucks. 


D,2.  Add  to  the  "Laundry  List"  of  Permissible  Investments 

Many  of  the  above-listed  investments  could  be  made  by  the  Board  of  Investments 

and  the  Montana  Econonic  Developnent  Board  without  the  necessity  of  conversion 

to  a  prudent  ej^aert  standard,  if  the  existing  "laundry  list"  or  permissible 

investments  were  modified.  Three  important  additions  to  the  permissible  list 

would  be  venture  capital  limited  partnerships,  mortgage  pools,  and  IDB 

guarantees. 

In  any  consideration  of  new  investanent  instruments  or  techniques,  parti cialar 
concern  should  be  directed  toward  determining  v^iether,  for  econonic  development 
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purposes,  a  capital  gap  is  beinq  filled  or  whether  a  displacement  of 
currently  available  capital  resources  would  result.  Usinq  venture  capital 
limited  parimership  investments  to  make  available  to  Montana  businesses 
a  type  of  financing,  coupled  frequently  with  technical  assistance,  that 
is  generally  not  accessible  to  them  because  of  geographic  distances  or 
information  gaps,  is  a  prudent  use  of  state  funds  which  would  also  produce 
acceptable  rates  of  return.  Similarly,  enhancing  the  credit  of  small 
business  participants  in  a  pooled  IDB  issue  helps  make  available  to  those 
borrowers  funds  for  expansion  under  terms  and  conditions  v^ich  might  other- 
wise only  be  available  to  larger,  older  firms. 


POLICY  QUESTION:  Should  the  list  of 
permissible  investments  be  modified  to 
include  venture  capital  limited  partner- 
ships, mortgage  pools,  and  IDB  guarantees? 


D.3.  Extend  the  "Long-Term  Benefit"  Criterion  to  the  Entire  Trust 
16-6-314,  MCA,  states,  "In  calculating  the  rate  of  return  for  any  invest- 
ment to  be  made  from  the  Montana  in-state  investment  fund,  the  (MEDB)  shall 
consider  the  long-term  benefit  to  the  Montana  economy."  That  benefit  is 
further  defined  in  17-6-302(6),  MCA,  as  meaning  "an  activity  that  strengthens 
the  Montana  eoonony  and  has  the  potential  to  maintain  and  create  jobs,  increase 
per  capital  incotie ,  or  increase  Montana  tax  revenues  in  the  future  to  the 
people  of  Montana,  either  directly  or  indirectly." 

Considering  long-term  benefit  is  one  thing;  trying  to  put  sane  kind  of  dollar 
value  on  it  so  that  a  total  rate  of  return  on  an  investment  can  be  calculated 
is  a  whole  other  ball  gane.  In  New  Mexico,  v\*iich  weighs  similar  factors  in 
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evaluating  its  "differential  rate"  investments,  no  attenpt  is  made  to  verify 
actual  numbers  of  jobs  created  or  wages  paid.  Instead,  incone  and  tax 
increases  are  calculated  using  national  averages  for  jobs  in  irenufacturing 
industries.  The  MEDB  attertpts  to  achieve  corpany-specific  figures,  but 
those  are  estimates  at  best  and  are  not  readily  verifiable.  Then,  too,  the 
difficulty  of  establishing  a  causal  relationship  between  an  investment  and 
any  subsequent  company  incore  growth,  especially  over  a  15  or  20  year 
horizon,  is  staggering.  The  determination  of  secondary  benefits  can  be  done 
statistically  through  multiplier  formialas,  but  there  is  little  agreement 
among  economists  as  to  v^ch  multiplier  is  most  accurate. 

In  short,  if  seme  sort  of  consistent  and  generally  accepted  analysis  is 
desired,  the  legislature  should  consider  adopting  a  statutory  methodology 
for  catputing  "long-term  benefit"  and,  further,  adding  that  critericai  to 
all  programs  v^erein  state  funds  are  invested  in  similar  private  sector 
activities,  such  as  the  DNRC  water  development  and  renewable  energy  pro- 
grams. Over  time  the  legislature  can  then  evaluate  the  performance  of 
these  investments  in  relationship  to  that  of  other  state  funds,  and  deter- 
mine vdiether  to  increase  or  diminish  the  percentage  of  resources  devoted 
to  this  purpose. 

If  a  larger  portion  or  all  of  the  coal  trust  assets  were  placed  in  "differential 
rate"  investments  (to  borrow  New  Mexico's  terminology),  but  still  held  subject 
to  the  prudent  person  standard,  a  larger  selection  of  options  tanerges  for 
investment  managers.  Cormon  stock  or  limited  partnership  participation  could 
be  purchased  in  Montana  capital  ocmpanies  (90-8-201,  MCA,  et  seq.)  to  make 
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available  more  second  and  third  level  debt  or  equity  financing  to  new  and 
expanding  Montana  fimns  with  proven  perfonrance  records  and  strong  growth 
potential . 

The  Kansas  Public  Enployees  Retirement  System's  official  in-state  investmsnt 
policy  statement  says: 


It  is  recognized  that  the  investments  in 
companies  that  have  em  effect  upon  the  Kansas 
eoonorrr/  may  experience  somevdiat  higher  ranges 
of  volatility  than  is  associated  with  other  in- 
vestments of  the  fund.  Nevertheless,  it  is  the 
intention  of  the  board  that  these  funds  be  in- 
vested with  prudence  and  good  judgement  (sic) 
in  the  securities  of  conpanies  that  have  an 
effect  upon  the  economy  of  Kansas  vdiich  are 
relatively  substantial,  seasoned,  and  in  sound 
financial  condition. 


Ccinnon  stock  holdings  in  such  firms  may  not  exceed  five  percent  of  the  total 
number  of  shares  outstanding  of  the  firm,  nor  ten  percent  of  the  shares  traded 
publicly.  The  Kansas  Equity  Fund,  established  in  1973,  had  investments  of 
$76  million  as  of  June  30,  1982,  These  were  in  equity  issues  of  corpanies 
headquartered  in  or  having  a  major  irrpact  on  the  Kansas  econaiiy.  A  Kansas 
Debt  Fund,  created  in  1975,  had  $58.7  million  in  fixed  inccme  or  private 
placenent  investments  in  conpanies  meeting  those  same  criteria. 

lybntana  still  has  few  publicly  traded  corporations  —  small  or  otherwise  — 
but  their  numbers  are  growing.  Presently  there  may  be  few  opportunities  here 
for  in-state  stock  investments,  but  all  should  be  examined  for  suitability. 
Of  perhaps  greater  iimediate  interest  is  the  potential  for  investments  in 
firms  "inpacting"  the  Montana  econony,  which  could  be  used  to  positively 
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influence  the  f inns'  activity  in  the  state. 

The  Ohio  legislature  recently  (1981)  liberalized  the  investment  guidelines 
of  that  state's  Public  Errployees  Retirement  System.  Now  the  System  may 
invest  in  any  partnership,  proprietorship,  or  corporation  v^ch  meets  one 
of  three  criteria:  (1)  is  headquartered  in  Ohio;  (2)  has  at  least  50  percent  of 
its  assets  located  in  Ohio;  or  (3)  has  50  percent  or  more  of  its  eitployees 
located  in  Ohio.  If  any  criterion  is  met,  and  if  the  financings  meet  System 
standards,  then  up  to  five  percent  of  the  System's  assets  (op  to  $350  million) 
may  be  invested  in  such  firms. 

The  System  can  provide  either  equity  or  debt  financing,  and  will  invest  in 
new  or  start-tp  firms.  The  expected  rate  of  return  is  five  times  iite  amount 
of  the  investment  witliin  five  years.  As  of  August,  1983,  $56.25  million  had 
been  invested  either  directly  or  through  a  development  fund. 

As  previously  described.  New  Mexico  also  £;ets  aside  a  portion  of  its  trust 
fund  for  investments  in  in-state  firms  or,  more  precisely,  in  firms  "which 
will  establish  or  expand  business  outlets  or  ventures  in  New  Mexico"  as  a 
condition  of  receiving  such  financing.  New  Mexico's  assistance  is  limited 
to  the  purchase  of  debt  instruments,  and  is  available  only  to  corporations 
rated  Baa,  Btb,  or  better.  There  is  a  danger  in  "buying"  a  business  into 
the  state,  however.  If  it  moves  in  in  order  to  get  financing,  it  can  also 
move  else\A^ere  if  it  gets  a  more  lucrative  offer.  New  Mexico's  program  is 
fairly  young  and  has  no  track  record  to  review.  For  those  interested  in 
accelerating  industrial  recruitment  efforts  in  Montana,  the  technique  may  be 
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attractive,  but  it  should  be  approached  with  caution. 

Eight  states  (Illinois,  Indiana,  Minnesota,  Mississippi,  Missouri,  Ohio, 
South  Carolina,  and  Wisconsin)  have  loan  or  guarantee  programs  designed 
to  enable  local  firms  to  increase  overseas  export  sales.  While  the  specific 
provisions  may  differ  slightly  frcm  state  to  state,  they  share  many  basic 
characteristics.  Generally  both  pre-shipment  and  post-shipment  assistance 
is  available  in  the  form  of  loans  (or  linked  deposits)  to  lenders  and  loan 
guarantees  to  exporters  and  their  banks.  Most  require  that  a  minimum  percent 
of  value  (25  to  50  percent)  be  added  in  the  state  of  origin  —  source  com- 
ponents, labor,  or  intellectual  property.  Loan  terms  are  short  —  from 
180  days  (in  Mississippi)  to  five  years  (South  Carolina) .  Guarantee  fees 
range  from  1/2  to  3  percent,  and  the  amounts  guaranteed  fron  75  to  90  percent 
of  project  cost.  Ohio's  linked  deposits  are  available  to  financial  insti- 
tutions at  up  to  3  percent  below  market,  and  that  break  is  to  be  passed 
through  to  borrowers.  South  Carolina  makes  fixed  rate  loans  to  banks  at 
one  percent  below  market.  Many  states  couple  these  investment  programs  with 
intensive  technical  assistance  efforts,  frecfuently  in  cooperation  with  the 
U.  S.  Department  of  Commerce  and  the  Export- Inport  Bank. 

Agricultural  producers  have  been  adversely  irrpacted  by  increasing  railroad 
branch  line  abandonments  in  Montana  since  the  passage  of  the  federal  Staggers 
Act  in  1980.  In  addition  to  increasing  shippers'  costs  and  hauling  distances, 
the  abandonments  have  placed  greater  stress  on  highways  in  the  affected  areas, 
since  products  must  now  be  trucked  to  distant  railheads.  Local  shipping 
associations  have  the  potential  of  successfully  acquiring,  rehabilitating,  and 
operating  the  lines  and  related  capital  equipment,  but  lower  interest,  fixed- 
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rate  financing  will  be  needed  in  the  early  stages  of  the  ventiires.  Federal 
funding  is  inadeqioate  to  meet  the  need,  and  no  increases  are  expected.  The 
long-term  benefit  to  the  Montana  eooncsny  of  participating  in  the  financing 
of  local  rail  projects  WDuld  include  attaining  a  more  competitive  market 
position  for  the  state's  biolk  ccmnodity  shippers,  as  well  as  reversing 
local  infrastructure  deterioration. 


POLICY  QUESTIC*^:  Should  the  "long-term 
benefit  to  the  Montana  econcny"  criterion 
be  extended  to  cover  the  entire  ooal  tax 
trust  fund? 


Again,  the  potential  trust  investments  just  described  are  merely  suggestive 
of  those  vdiich  might  be  pursued,  and  are  far  from  an  exhaustive  listing.  As 
the  state's  needs  and  circumstances  change,  so  too  will  the  areas  in  vvMch 
investments  for  economic  development  can  most  effectively  be  made. 
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CHAPTER  V  —  Trust  Management;  Interest 

The  previous  chapter  examined  ways  in  which  the  principal  of  the  coal  tax 
trust  fund  might  be  invested  to  produce  greater  econonic  developn:>ent  benefits 
to  present  and  future  generations  than  are  currently  being  realized.  Similarly, 
the  interest  being  earned  on  the  trust  could  be  employed  in  new  ways  to 
further  economic  development  activities  in  the  state. 

A.  Redeposit 

Earlier  in  this  report  it  was  shown  that  the  re-deposit  of  a  si±istantial 
portion  of  the  trust's  earnings  into  the  principal  would  be  necessary  to 
offset  losses  frcm  inflation  and  to  increase  the  trust's  ability  to  fulfill 
its  statutory  purpose.  This  could  be  done  either  through  the  annual  redeposit 
of  a  fixed  percentage  of  interest  and  incone  (50  percent,  for  exanple)  or  of 
an  amount  calculated  to  exactly  cover  that  year's  inflation  losses  (as  is 
done  in  Alaska) . 


B.  T^propriate  to  Economic  Development  Fund 

Whatever  portion  of  trust  earnings  is  not  reinvested  is  available  to  the 

legislature  for  appropriation  —  to  the  general  fund  or  for  other  uses. 
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The  1983  legislature,  responding  to  Initiative  95,  created  the  Montana 
economic  development  fund,  and  appropriated  to  it  $3,525,000  for  the  biennium. 
The  interest  allocation  to  this  fund  could  be  increased  in  future  sessions 
to  sc^jport  econcmic  development  activities  not  otherwise  appropriate  for  taist 
principal  investitient.   (As  a  reference  point,  reported  investment  income  for 
fiscal  year  1983-84  was  $23,597,937.) 


B.l.  Expand  Existing  Activities 

First  consideration,  of  course,  should  be  given  to  maintaining  or  expanding 
those  activities  begun  in  the  first  two  years  of  the  eoonoirLic  development 
fund's  existence  v^ich  have  proven  to  be  cost  effective  and  productive. 
Particular  attention  should  be  given  to  the  Department  of  Cormerce's  business 
development  assistance  program.  Because  the  Department  has  very  limited 
staff  resources,  it  cannot  now  extend  its  technical  assistance  resources  to 
all  those  communities  and  businesses  which  desire  and  could  benefit  fran 
them. 

In  addition,  assistance  to  local  development  organizations  (IiX)s)  has  been 
strongly  concentrated  in  the  areas  of  training  and  special  project  funding. 
Interviews  with  board  and  staff  members  at  the  local  level  point  to  an  unmet 
need  for  financial  assistance  for  general  operating  support,  especially  in 
more  sparsely  populated  areas  v^tiich  do  not  have  large  business  bases  to 
capitalize  their  IiX3s. 

Finally,  funding  is  provided  to  the  Montana  Economic  Development  Board 
to  administer  the  various  investment  programs  for  viiich  it  is  responsible. 


-105- 
In  addition  to  the  MEDB,  however,  at  loast  three  other  state  aqencies 
also  have  developed  loan  and  revenue  bonding  capabilities  —  DNRC,  with 
its  alternative  energy  and  water  developiient  programs;  the  Department  of 
Agriculture,  with  the  agricultural  loan  authority;  and  the  Department  of 
Camerce,  with  the  health  facility  financing  authority.  The  consolidation 
of  review,  processing,  and  record  maintenance  functions  or,  at  a  minimum, 
the  cross-utilization  of  personnel  and  the  use  of  comon  forms,  standards, 
accounting  systaris,  and  procedures  could  be  more  cost  effective  and  lead 
to  greater  consistency  in  administration  of  state  business  financing 
programs . 


POLICY  QUESTION:  Should  administration  of  the 
various  state- funded  loan  and  bonding  programs 
be  consolidated  in  whole  or  in  part? 


B.2.  Development  of  Natural  Resources  Developnient  Strategy 
Several  major  Montana  industrial  sectors  —  agriculture,  mineral  development, 
and  wood  products  —  have  been  experiencing  significant  long-term  declines  in 
activity  and  employment.  These  natural  resource-based  industries  are  critical 
to  the  state's  future  econcmic  health.  There  is,  however,  little  consensus 
as  to  what  could  or  should  be  done  to  assist  them.  The  development  of  a  long-range 
state  natural  resources  development  strategy,  together  with  a  specific  action 
plan,  would  bo  a  useful  first  stop  in  the  targetting  of  appropriate  state 
financial,  regulatory,  tochnica] ,  eu\d   political  resources  on  problons  which 
can  be  solved,  or  at  least  reduced,  thereby.  Trust  interest  could  be  used, 
on  a  matching  basis  with  private  industry  contributions,  to  underwrite  develop- 
ment of  the  strategy. 
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B.3,  Research 

On  a  related  issue,  t±iere  has  been  quite  a  bit  of  concern  voiced  in  the 
last  year  or  tvfo   about  IVkDntana's  failure  to  invest  any  of  its  coal  tax 
revenues  in  research  into  ways  to  insure  the  future  of  the  coal  industry 
in  the  state  —  to  preserve  the  qoose  that  lays  the  golden  egg,  as  it  were. 
SoTie  of  the  points  that  need  to  be  addressed  are  (1)  mapping  and  classifi- 
cation of  the  state's  coal  deposits;  (2)  irtproving  the  quality  of  the  coal 
through  beneficiation  to  niake>  it  itore  marketable;  (3)  exploring  alternative 
uses  for  coal;  and  (4)  continuing  research  on  reclamation  of  the  lands 
froB  vfcch  coal  is  severed. 

Illinois  and  Alberta  both  fund  substantial  coal  research  programs,  and 
there  are  on-going  federal  efforts  as  well.  Discoveries  made  by  other 
states  and  provinces,  hcMever,   are  not  likely  to  be  made  available  to  Montana 
until  those  entities  are  already  geared  l^  to  take  cannercial  advantage  of 
their  own  research.  To  keep  frcm  being  left  in  a  "catch  up"  position,  and 
to  take  positive  steps  to  meet  Montana-specific  research  needs,  a  joint 
federal,  state,  and  privately  funded  coal  research  program  may  be  strategically 
sound. 

Development  of  a  natural  resource  development  strategy  and  investment  in 
coal  Research  are  both  forward-looking  activities,  and  sane  catmentators  have 
suggested  that  the  best  way  to  benefit  future  generations  is  to  invest  more 
heavily  in  university  research  and  education.  The  Advisory  Council  on  Science 
and  Technology  has  pixtposed  the  establishment  within  the  university  system 
of  a  program  of  seven  distinguished  research  chairs  to  address  the  research 
needs  of  existing  industry  as  well  as  emerging  advanced  technology  industries. 
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A  Montana  senator,  niean\4iile,  envisions  a  Center  for  Futijre  Studies,  which 
would  explore  Montana's  future  and  nake  available  its  findings  and  forecasts 
to  concerned  industries,  govemirtents,  and  others.  Futurists  have  provided 
irtportant  guidance  to  businesses  and  educational  institutions  in  Colorado, 
Texas,  and  elsewhere. 


B.4.  State  UDAG  Program 

The  federal  Urban  Development  Action  Grant  (UDAG)  program  has  been  a  useful 
tool  for  a  few  Montana  conTnunities  in  encouraging  econcmic  development,  but 
nany  other  cities  and  counties  do  not  qualify  for  pjarticipation  becaiase  of 
the  restrictive  UDAG  eligibility  criteria.  Still  others  find  the  paperwork 
simply  too  daunting.  Eligible  activities  include  loans  to  new  or  existing 
businesses  for  stcnctures,  property  inprovements ,  equipment,  fixtures,  etc., 
as  well  as  a  variety  of  pi±)lic  infrastructure  iitprovement  activities  necessary 
to  support  developjTient  efforts. 

Generally,  a  minimum  of  four  private  sector  dollars  must  be  put  into  a  pro- 
ject for  every  one  UDAG  dollar.  Job  creation  is  also  a  significant  selection 
factor,  and  the  borrower  must  be  able  to  demonstrate  that  "but  for"  the  UDAG 
infusion,  the  project  would  not  go  forward.  UDAG  funds  can  be  offered  to 
businesses  at  below  market  rates,  with  deferred  principal  and/or  interest 
payments,  with  shared  appreciation  provisions,  with  repayment  including  a 
percentage  of  project  gross  incoiie,  or  with  other  creative  financing  options. 
Outright  grants  are  possible,  but  are  not  encouraged.  Althoi*gh  UDAG- type 
loans  might  be  done  as  "differential  rate"  investments,  the  establishment  of 
a  state  UDAG  program  with  a  portion  of  trust  earnings  would  eliminate  any 
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possible  conflict  with  the  prudent  person  standard. 


B.5.  Business  Incubators 

Not  all  business  needs  are  financial,  hcwever,  arvi  new  businesses  especially 
cire  as  apt  to  founder  from  lack  of  management  skills  as  fran  lack  of  itoney. 
Incubator  programs,  pioneered  by  the  Control  Data  Corporation,  are  one  way 
to  help  new  businesses  survive.  Incubator  projects  provide  not  only  physical 
facilities  in  which  start-ups  can  be  closely  followed  and  nurtured,  but  also 
legal,  accounting,  management,  marketing,  engineering,  production  control, 
and  other  technical  assistance  capabilities  on-site  or  on-call,  available 
to  all  occupants  of  the  incubator  at  affordable  rates.  While  large  in- 
cubators in  major  urban  centers  can  handle  enough  "babies"  to  becone  self- 
supporting,  those  in  smaller  oortmunities  frequently  require  subsidization. 

Typically,  an  incubator  operator  contracts  with  a  oamrunity  to  set  up  and 
operate  the  facility  and  related  services  for  a  guaranteed  minimum  retiom. 
Others,  like  Palo  Alto,  California's  Onset  are  thenselves  local  seed  capital 
oaipanies  receiving  investment  dollars  from  seasoned  venture  capital  funds. 
Onset  will  provide  entrepreneurs  with  up  to  $500,000  in  seed  capital,  and  its 
staff  of  engineering  and  marketing  professionals  assist  the  new  business  in 
developing  a  product  idea  into  a  prototype,  writing  a  business  plan,  recruiting 
key  executives,  and  obtaining  venture  capital.  Only  two  or  three  major  projects 
are  undertaken  each  year,  and  half  are  expected  to  fail. 

The  incubator  idea  has  been  widely  praised,  and  several  Montana  oomrrunities 
have  investigated  the  possibility  of  starting  one,  but  have  found  the  financing 
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problem  difficult,  if  not  possible,  to  overcome,  A  long-term  loan,  with 
deferred  repayment,  or  an  equity  investment  in  an  incubator  would  be  a  worth- 
while use  of  trust  earnings  if  it  resulted  in  Montana  gaining  an  effective 
tool  to  get  good  new  businesses^  that  might  otherwise  languish  for  lack  of 
technical  assistance,  up  and  running  and  competitive  in  the  national  market- 
place. Location  of  a  business  incubator  close  to  the  resources  of  an  appropriate 
university  system  unit  ooijld  be  mutually  beneficial. 


B.6.  Infrastructure 

Sadly,  vdiile  a  great  deal  is  or  can  be  done  to  foster  and  support  new  economic 
growth  in  the  state,  at  the  same  time  the  infrastructure  needed  to  support 
industrial  and  residential  expansion  is  crumbling  beneath  Montanans'  feet. 
The  Governor's  Task  Force  on  Infrastructure's  September,  1984,  draft  report 
on  the  problem  presented  seme  startling  and  disturbing  statistics: 

—  In  just  the  127  incorporated  ccmnunities  in  the  state, 
$100  million  is  needed  for  water  supply  system  repair 

—  Montana's  203  public  sewer  systems  require  an  estimated 
$231  million  to  bring  them  i;p  to  current  health  standards 

—  Over  $8  billion  would  be  needed  to  bring  the  network  of 
roads  and  streets  maintained  by  local  governments  into  good  condition 

—  Only  one  county  jail  in  the  state  meets  constitutional 
standards. 

Minnesota,  New  Ntexico,  North  Dakota,  and  Wyoming  use  all  or  a  portion  of 
the  interest  from  their  trust  funds  for  infrastructure  projects,  generally 
to  repay  bonds  issued  by  the  state  or  local  government  jurisdictions  to  make 
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water,  sewer,  or  other  inprovements  or  to  cx)nstruct  or  rehabilitate  govem- 
inent  buildings.  Montana  does  not  have  the  resources  to  meet  all  —  or  even 
a  major  portion  of  —  its  infrastructure  needs.  While  trinming  our  expecta- 
tions in  sane  areas  may  be  a  partial  solution,  some  work  cannot  be  deferred 
or  abandoned.  It  is  those  critical  needs  that  trust  earnings  might  help 
address. 

(It  should  be  noted  that  the  1983  legislature  passed  a  bill  that  allocates 
6  percent  of  coal  severance  tax  collections  in  1986-87  and  12  percent  of 
collections  in  1987-93  to  the  highway  reconstruction  trust  fund.  This 
allocation,  however,  cotes  from  tlie  one-half  of  coal  tax  collections  that 
do  not  flow  into  the  coal  tax  trust.) 
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CHAPTER  VI  —  Trust  Management;  Appropriation  of  Principal 
Of  all  the  proposals  which  surface  fron  time  to  time  regarding  use  of  the 
ooal  trust,  none  are  more  controversial  than  those  which  call  for  the 
legislature  to  appropriate  a  portion  of  the  trust's  principal.  No  matter 
how  worthy  the  cause  or  how  great  the  envisioned  need,  tampering  with  the 
inviolability  of  the  trust  is  perceived  as  an  assault  upon  one  of  the 
state's  most  closely  guarded  assets  —  its  tangible  gift  to  future  genera- 
tions. 

Surely  the  "three-quarters  vote  of  both  houses"  requiranent  protects  the 
trust  from  being  spent  for  unwise  or  ill-conceived  purposes.  On  the  other 
hand,  however,  an  unwillingness  to  consider  using  the  principal  for  any 
reason  may  not  be  in  the  best  interest  of  the  beneficiaries. 

The  significant  shrinkage  in  the  real  value  of  the  trust  deposits  over 
time,  plus  the  possibility  of  an  earlier- than-anticipated  falling-off  of 
coal  production  (and,  hence,  trust  inflows) ,  have  led  to  some  re- thinking 
of  attitudes  in  recent  years.  Have  we  become  so  dependent  upon  the 
earnings  of  the  trust  for  the  support  of  on-going  programs  and  government 
activities,  we  ask  ourselves,  that  we  are  unwilling  or  unable  to  return  to 
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the  principal  an  anoijnt  adequate  to  keep  up  its  purchasing  power?  Even 
if  we  revitalized  the  trust,  is  the  preservation  of  the  fund  intact  really 
the  best  way  to  benefit  future  generations?  Would  a  healthy ,  stable  state 
economy  be  a  greater  gift  to  future  generations  than  a  viable  fund  but  a 
weak  economic  base?  Who  is  really  qualified  to  make  that  choice,  to  decide 
now  vihat   is  best  for  the  citizens  of  the  twenty-first  century  and  beyond? 

Clearly,  there  is  no  consensus  on  the  issue,  but  the  questions  are  worth 
asking,  if  for  no  other  reason  than  that  they  continually  make  us  re- 
evaluate the  trust,  its  purpose,  potential,  and  performance. 


A.  Criteria 

Certainly  the  settlors  of  the  troist  envisioned  appropriations  from  the 
principal.  Why  else  would  they  have  made  than  possible?  But  at  the  same 
time  a  strong  seal  was  set  ijpon  the  trust  —  only  a  three-quarters  affirmative 
vote  of  both  houses  of  the  legislature  can  open  it  up.  What  the  settlors 
failed  to  do,  hov\^ver,  was  to  give  future  legislators  £my  guidance  as  to 
yfihat  would  constitute  a  proper  justification  for  apprr)priation.  The 
following  are  some  criteria  vrfiich  seem  defensible  now: 

1.  The  body  of  the  trust  should  never  be  appropriated  (or 
borrowed,  as  in  Colorado's  current  situation)  for  use  in  meeting  general 
government  expenses.  These  are  the  proper  responsibility  of  the  current 
generation,  and  should  not  be  subsidized  to  the  detriment  of  the  future. 

2.  Whenever  possible,  amounts  appropriated  from  the  trust  should 
be  replaced,  with  interest,  at  some  future  time.  That  means  that  expenditures 
from  the  trust  preferably  should  be  for  revenue-generating  purposes. 
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3-  Amounts  not  otherwise  available  that  are  needed  to  mitigate 
the  inpacts  of  coal  development  (or  mine  closures)  are  statutorily  eligible 
to  be  appropriated  from  the  principal. 

4.  No  appropriation  should  be  made  unless  the  identified  need 
has  been  thoroijghly  documented,  studied,  and  found  to  be  "compelling",  with 
no  other  financial  resources  available  to  meet  it.  Representatives  of  the 
trust's  beneficiaries  should  be  involved  in  the  evaluation,  and  their  findings 
made  pi±)lic.  (36) 

5.  The  benefits  to  be  gained  through  the  appropriation  must 
outweigh  both  the  losses  in  earnings  that  will  result  and  the  negative 
inpact  of  those  losses  on  activities  supported  with  trust  earnings.  Expected 
economic  development  benefits  should  be  clearly  defined  and,  if  possible, 
quantified  prior  to  appropriation,  and  should  be  closely  monitored  and 
evaluated  thereafter. 

6.  Programs  or  activities  undertaken  with  appropriated  trust 
funds  must  have  long-term  value  to  the  state,  helping  correct  structural 
or  systemic  imbalances  in  the  economy,  for  instance,  rather  than  dealing 
solely  with  short-range  cyclical  problems. 

7.  Insofar  as  possible,  benefits  accruing  from  trust  appropriations 
should  inure  to  all  citizens,  not  just  to  particular  indiostries,  geographic 
areas,  or  interest  groups. 

Because  the  49th  Legislature  will  see  at  least  one  bill  proposing  a  trust 
principal  appropriation,  the  subject  is  sure  to  be  discussed.  Regardless  of 
the  action  ultimately  taken  on  the  specific  proposal,  seme  further  delineation 
of  appropriation  criteria  should  emerge. 


(36)  A  possible  means  through  which  beneficiaries  could  be  represented  is 
discussed  in  Qiapter  VII. 
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POLICY  QUESTICW:  Should  the  legislature  acJopt 
statutory  criteria  for  evaluating  proposals  for 
appropriation  of  coal  trust  principal  amounts? 


TWO  possible  economic  development  activities  for  v^ch  coal  tax  trust 
appropriations  have  been  mentioned  as  funding  sources  are  technology 
developipent  and  infrastructure  iitprovement. 


B,  Technology  and  Product  Development 

The  Advisory  Council  on  Science  and  Technology  is  requesting  that  $6  million 
a  year  for  each  of  ten  years  be  appropriated  from  trust  fund  assets  to  a 
Montana  Alliance  for  Science  and  Technology  Development,  \irfxLch  would  be 
co-funded  by  business  and  indiistry,  "to  use  scientific  and  technological 
knowledge  to  modernize  Montana  businesses  and  industries  and  to  encourage 
technology-based  econcmic  growth." 

The  Alliance,  as  proposed,  would: 

(a)  formulate  policy  and  goals  to  utilize  scientific  knowledge 
and  technological  innovation  as  a  catalyst  to  stimulate  economic  growth; 

(b)  provide  technical  assistance  and  services  to  business 
and  industry  to  help  than  rrodemize  and  utilize  technology;  and 

(c)  promote  econcmic  development  by  making  shared  technology 
investments  to: 

—  strengthen  research  and  development  capability 

—  encourage  joint  research  and  development  efforts 
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—  transfer  technology  into  the  business  oonmunity 

—  provide  early-stage  financial  support  for  new 
businesses  and  product  development  projects 

Proponents  of  the  measure  point  to  numerous  examples  of  Montana  university 
system-discovered  products  or  technicfues  (such  as  the  cure  for  Dutch  elm 
disease)  which  were  coftinercialized  out-of-state  because  the  in-state  resources 
to  do  so  did  not  exist.  They  show  that  Montana-specific  technology,  particu- 
larly in  wood  products,  agriculture,  and  mineral  developnent,  is  needed  to 
keep  Montana  industries  competitive.  They  explain,  further,  that  technology 
developments  elsewhere,  such  as  those  frcm  the  Alberta  and  Illinois  coal 
research  efforts,  if  productive,  will  flow  to  Montana  only  after  their 
developers  have  made  full  use  of  them. 

North  Carolina  began  its  state-supported  technology  development  push  in 
the  late  1950' s,  with  the  creation  of  the  now- famous  Triangle  Research 
Park.  In  1980,  a  $43  million  microelectronics  center  was  also  set  vp 
to  provide  advanced  training  and  research  in  fields  related  to  computers 
and  electronics. 

Indiana  appropriated  $20  million  to  its  Corporation  for  Science  and  Tech- 
nology, vdiich  is  similar  in  purpose  to  the  proposed  Montana  Alliance.  Ohio 
has  invested  $32  million  in  the  Thomas  Alva  Edison  Partnership  Program  to 
provide  grants  for  both  early-  and  late-stage  research  and  developrent.  Over 
$24  million  of  that  was  used  to  establish  six  advanced  technology  application 
centers,  jointly  funded  by  private  sector  firms,  at  state  universities. 
The  centers  will  focus  on  welding  and  cxjnputerized  information  systems. 
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advanced  manufacturing,  polymers,  and  reccstfcinant  animal  biotechnology. 

The  Massachusetts  Technology  Park  Corporation,  capitalized  with  $20  million 
in  state  funds,  inproves  ties  between  universities  and  industries  and  con- 
ducts training  programs  in  emerging  technologies.  The  Massachusetts  Tech- 
nology Development  Corporation  is  a  publicly-financed  venture  capital  organ- 
ization that  invests  in  technology-based  small  businesses. 

Alberta's  trust  fund  investments  in  research  and  technology  were  outlined 
at  some  length  earlier  in  this  report,  and  many  other  states  and  provinces 
have  funded  their  own  initiatives  in  technology.   (Alabama's  $10  million 
appropriation  for  a  Research  Institute,  interestingly,  was  derived  frcm 
revenues  fran  the  state's  leasing  of  rights  in  offshore  oil,  gas,  and  other 
hydrocarbon  minerals.) 

One  other  effort  deserves  special  note:  the  Connecticut  Prodixrt  Development 
Corporation  (CPDC) ,  created  by  the  state  legislature  in  1972.  CPEXi:  makes 
risk  capital  investments  of  \zp   to  60%  of  development  costs  in  new  products, 
with  the  expectation  of  recovering  its  investment  through  royalties  (normally 
5  percent)  on  the  sale  of  the  product.  The  investment  represents  neither 
a  debt  of  the  recipient  firm  nor  an  equity  position  in  that  firm.  If  the 
product  is  successful,  CPDC  gets  back  its  investment  plus  a  substantial  profit 
(from  2  1/2  to  5  times  original  investment) .  If  the  product  fails,  CPDC  loses 
its  money. 

The  average  investment  in  fiscal  year  1982-83  was  $435,000.  CPDC  has  partici- 
pated in  the  development  of  more  than  50  products,  which  need  not  be  new  to 
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the  world,  but  sinply  new  to  the  developing  firm.  As  of  Auoiist,  1983, 
only  seven  ventures  had  failed,  costing  CPDC   $162,000  —  less  than  3  percent 
of  its  invested  funds.  Successful  products  have  ranged  from  frozen  seafood 
to  oonputer-controlled  telecannunications  equipment,  and  have  produced 
royalty  income  for  CPDC  in  excess  of  $1  million.  Sale  of  sponsored  prodijcts 
reached  $9,100,000  annually  in  the  fiscal  year  ended  June  30,  1983. 

In  addition  to  financing  product  development,  CPDC  also  administers  a 
revolving  loan  fund  to  provide  low- interest  working  capital  loans  to 
participating  firms  in  economically  distressed  areas  to  help  them  get 
products  to  market. 


C.  Infrastructure 

In  addition  to  their  research  and  technology  development  efforts,  the 
Canadian  provinces  of  Alberta  and  Saskatchewan  have  made  liberal  appropriations 
from  their  mineral  trusts  for  infrastructure  expenditures.  Roads,  airports, 
research  facilities,  government  buildings,  hospitals,  and  other  projects  have 
been  undertaken.  Although  many  of  these  activities  are  not  direct  revenue 
producers,  they  can  be  justified  on  the  grounds  that  they  support  economic 
and  social  development  programs  which  contribute  to  the  security  and  stability 
of  future  generations.  A  further  argument  is  made  that  by  constructing  the 
projects  now,  money  is  actually  saved,  since  construction  costs  in  the  future 
would  inevitably  be  greater. 

While  a  strong  case  can  probably  be  made  for  similar  use  of  the  Montana  trust. 
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the  fact  is  siitply  that  the  resources  of  the  trust  are  minute  when  oonpared 
to  the  staggering  costs  of  rehabilitating  or  expanding  our  infrastructure. 
We  could  spend  the  total  trust  principal,  and  still  not  be  significantly 
better  off  on  the  infrastructure  front  than  we  are  new. 

Because  of  the  conmitinsnt  to  future  generations  which  underlies  the  trust's 
very  existence,  if  it  is  to  be  spent,  it  must  be  for  activities  which  will 
strengthen,  stabilize,  and  diversify  the  state's  econom/   —  both  now,  and 
far  into  the  future.  It  must  continue  to  stimulate  job  creation  and 
opportunity,  and  foster  tax-generating  private  sector  growth.  It  must 
anticipate  and  meet  in  advance  the  needs  of  our  heirs. 
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CHAPIER  VII  —  Trust  Management:  The  Foijrth  Step? 

The  coal  tax  trust  fund  has  been  constantly  evolving  since  its  inception. 

Initially  viewed  as  a  savings  device,  it  cane  next  to  be  prized  for  its 

earning  capability,  its  capacity  to  generate  substantial  interest  and 

inccsre  revenues  which  could  be  used  to  support  general  government  operations. 

The  third  stage  in  the  evolutionary  process  was  marked  when  the  water 

developnent  bonding  and  in-state  investment  programs  were  passed  and  the 

trust  began  to  be  used  for  investment  purposes  —  to  save  and  to  earn, 

but  also  to  bring  about  long-term  structural  changes  in  the  state's  econoTTy 

that  would  benefit  both  present  and  future  generations. 

Now  the  state  stands  on  the  edge  of  the  fourth  step  —  the  active  management 
of  all  trust  assets  to  "stabilize,  strengthen,  and  diversify"  the  Montana 
eoonon^  and  to  "increase  Montana  ertployment  and  business  opportunities  vdiile 
maintaining  and  inproving  a  clean  and  healthful  environment. " 

This  goes  far  beyond  the  making  of  technical  investment  decisions.  It  requires 
a  long  and  thoijghtful  analysis  of  hew  total  trust  resources  can  and  should 
be  put  to  work  to  achieve  the  constitutional  and  statutory  purposes  mandated 
for  the  trust.  Clear  goals  must  be  set,  and  a  trust  management  strategy 
developed. 
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Because  of  the  far-reaching  iitplications  of  these  activities,  it  is  desirable 
that  a  coal  tax  trust  fund  advisory  council  be  established  to  work  through 
the  process  with  the  trust's  investment  managers  —  the  Board  of  Investments 
and  the  Montana  Economic  Development  Board.  The  council's  function  would 
not  be  to  direct  or  second-guess  the  boards'  investment  decisions,  but  to 
help  them  define  the  goals,  strategy,  and  management  policy  of  the  trust, 
to  speak  on  behalf  of  the  trust's  intended  beneficiaries.  Council  meannbers 
could  include  legislators,  coal  development  area  residents  and/or  local 
government  officials,  an  econanist,  an  educator,  a  member  of  the  business 
conmunity,  a  person  knowledgeable  in  econanic  development,  a  representative 
of  environmental  interests,  persons  with  legal  and  financial  experience, 
and  others,  as  appropriate,  iphe  present  legislative  proposal  to  increase 
the  size  of  the  Board  of  Investments  to  seven  members  in  order  to  provide 
representation  from  the  pi±)lic  enployees'  retirement  boarrd  and  the  teachers' 
retirement  board  provides  a  precexlent  for  tlie  concept  of  giving  trust 
beneficiaries  (or  their  representatives)  a  voice  in  setting  trust  policies, 
particularly  as  they  effect  the  balancing  of  social  and  financial  investments. 
Within  the  goal  and  policy  framework  arrived  at  in  consultation  with  the 
advisory  council,  the  trust  investment  managers  would  continue  to  make 
all  specific  investment  decisions. 

In  addition  to  defining  initially  trust  goals  and  strategies,  the  council 
would  work  with  the  boards  on  an  on-going  basis  to  review  progress  toward 
achievement  of  those  goals,  continually  monitoring,  evaluating,  reviewing, 
and  (as  necessary)  revising  irtplementation  strategies.  All  proposals  for 
appropriation  of  trust  principal  vould  be  analyzed  in  depth  by  the  council, 
and  its  findings  made  available  to  the  legislature  and  the  public. 


-12]- 


POLICY  QUESTIOSI:  Should  a  coal   tax  trust 
advisory  council  be  established? 


Prior  to  the  establishment  of  a  permanent  advisory  council,  the  basic 

concept  of  managing  the  trust  to  "stabilize,  strengthen,  and  diversify" 

the  state's  eooncrrY  should  be  fully  explored  and  debated  in  both  legislative 

and  public  forums.  The  issues  and  options  identified  in  this  report 

could  serve  as  a  starting  point  for  discussion,  with  numerous  other  problems, 

alternatives,  and  options  likely  to  arise  in  the  course  of  the  dialogue. 

To  facilitate  this  process,  a  tenporary  "blue  ritton"  advisory  co\jncil 
could  be  named  to  act  during  the  coming  biennium  to  research  thoroughly 
trust  management  issues,  conduct  public  hearings  on  the  question,  and 
prepare  recomnnendations  to  the  Governor  and  the  50th  Legislature  for 
their  final  consideration.  The  managenent  of  the  coal  tax  toast  fund  is 
of  vital  irtportance  to  all  Montanans,  both  today  and  in  the  future,  and 
the  decisions  which  need  to  be  made  deserve  long,  careful  consideration. 


APPENDIX  "A" 

Other  Ccal  Tax  Programs 

The  one-half  of  c»al  severance  tax  receipts  v*iich  does  not  flow  into  the 

permanent  trust  fund  supports  a  nunber  of  other  programs  and  activities 

v^ich  directly  or  indirectly  contribute  to  Montana's  economic  developnnent. 

These  programs  and  their  proportionate  shares  of  coal  tax  revenues  are 

shown  in  Figure  4.  A  brief  discussion  of  each  follows: 


A.  Parks  Acquisition  Trust 

IWo  and  one-half  percent  of  the  tax  collected  goes  into  the  Pcirks  Acquisition 
Trust,  v^ich  as  of  June  30,  1984,  stood  at  $11,565,460.  The  purpose  of  the 
trust  is  to  provide  for  parks  acquisition  or  management,  protection  of  works 
of  art  in  the  state  capitol,  and  other  cultioral  and  aesthetic  projects.  TVad- 
thirds  of  the  interest  earnings  on  the  park  trust's  principal  is  allocated 
for  use  by  the  Department  of  Fish,  Wildlife,  and  Parks  to  acquire  sites  that 
qualify  for  the  state  parks  system  and  to  develop  and  operate  those  sites. 
These  additions  to  the  park  syston  enhance  the  state's  tourism  industry, 
v*iile  contributing  to  the  maintenance  and  inprovanent  of  the  quality  of 
life  for  residents. 

Originally  DFVJP  had  the  sole  responsibility  for  finding  and  choosing  areas 
for  acquisition.  House  Bill  550,  passed  by  the  1979  session,  changed  that 
procedure,  and  now  any  person,  association  or  representative  of  any  government 
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Figure  7 
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unit  may  svibruLt  a  proposal  and  have  it  considered  by  the  legislature.  In 
addition,  DFV7P  can  still  sut«nit  its  own  suggested  projects. 

The  1983  session  received  11  citizen  proposals  totalling  $7,066,741  and 
affecting  3,444.53  acres.  Legislators  approved  5  sites  and  appropriated 
$2.3  million  for  their  acquisition,  based  on  anticipated  fund  earnings. 
DFWP  requested  $219,500  for  three  projects,  and  received  partial  approval 
of  all  three  in  the  appropriation  amount  of  $120,500. 

In  1983  the  coal  tax  parks  acquisition  trust  was   invested  solely  in  short 
term  investment  pool  (STIP)  units,  and  as  a  result  of  market  changes,  ex- 
pected earnings  levels  were  not  reached.  In  Fiscal  Year  1984  the  Board  of 
Investments  altered  the  trust's  investment  characteristics,  and  on  June  30, 
1984,  only  15%  of  trust  assets  was  in  STIP,  with  the  remainder  in  corporate 
bonds  (40%),  U.  S.  Treasury  notes  (30%),  and  GNMA  passthrough  mortgages  (15%). 

Currently  trust  earnings  can  be  used  to  develop  and  maintain  only  parks 
acquired  with  trust  funds.  The  Coal  Tax  Oversight  Subconmittee  will  reccfrrnend 
to  the  1985  legislature  that  for  the  four  fiscal  years  beginning  July  1,  1985, 
trust  earnings  be  available  for  operation,  maintenance,  and  development  of  all 
sites  in  the  state  park  system.  This  change,  if  enacted,  is  designed  to  improve 
the  overall  quality  of  the  system. 

While  the  park  system  receives  two- thirds  of  the  trust's  interest  earnings, 
the  remaining  one-third  goes  to  support  cultural  and  aesthetic  projects,  and 
is  administered  by  the  Montana  Arts  Council.  Any  person,  association,  or 
representative  of  a  governing  unit  seeking  a  grant  frcxn  the  incone  of  the 
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fund  must  si±mit  a  proposal  to  the  cultural  and  aesthetics  projects  advisory 
cormittee  by  September  1  of  the  year  preceding  the  convening  of  a  regular 
legislative  session.  The  ccmdttee's  recotmendations  are  advisory  only, 
and  the  final  decision  lies  with  the  legislature.  As  does  tlie  parks  program, 
this  program  supports  and  inproves  a  portion  of  the  state's  tourism  attractions  :- 
museums,  performing  arts  groups,  heritage  centers,  etc.  —  at  the  same  time  that 
it  helps  create  a  lively  and  diverse  cultural  environment  for  Montanans. 


B.  Local  Impact  and  Education  Trust  Fund 

Ten  percent  of  coal  severance  tax  revenues  goes  into  an  edix:ation  trust 
fund,  which  as  of  June  30,  1984,  had  a  principal  balance  of  $60,925,269. 
Eight  and  three-quarters  percent  of  coal  tax  collections  are  eamarked  for  a 
local  impact  account.  The  state  coal  board  has  the  authority  to  award  grants, 
not  to  exceed  seven-fifteenths  of  the  revenue  paid  into  the  local  inpact  and 
education  trust  fund  accounts,  to  local  governmental  units,  Indian  tribal 
governing  bodies,  and  state  agencies  to  assist  local  governments  and  tribes 
in  meeting  the  impacts  of  coal  development  in  their  areas.  In  addition,  the 
Board  may  award  a  grant  or  loan  to  a  local  government  unit  for  the  piirpose 
of  paying  part  or  all  of  the  credit  that  a  local  government  must  give  a  major 
new  industrial  facility  that  has  pre-paid  its  property  taxes  as  a  part  of 
its  inpact  mitigation  efforts.  Grants  and  loans  are  to  be  awarded  on  the 
basis  of:  (1)  need;  (2)  degree  of  severity  of  impact  from  the  coal  develqpnent; 
(3)  availability  of  funds;  and  (4)  degree  of  local  effort  demonstrated  in 
meeting  identified  needs. 

From  June,  1976,  through  June,  1984,  the  Coal  Board  granted  $50,337,606.99  in 
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inpact  funds,  which  were  matched  by  $40,305,999.07  in  local  ironies. 
There  were  no  loans.  Projects  have  included  school  construction  or  re- 
modeling, water  and  sewer  system  construction,  law  enforcement  and  fire 
equipment  and  facilities,  planning  studies,  library,  health,  and  other 
social  services  facilities,  road  equipment,  etc. 

Interest  income  frcm  the  investment  of  both  the  local  irtpact  and  education 
trust  fund  acco'jnts  is  allocated  as  follows: 

1.  10%  to  the  adult  basic  education/vocational-technical 
centers  revenue  account; 

2.  67.5%  to  the  public  school  equalization  account;  and 

3.  22.5%  to  the  board  of  regents  of  higher  education 

Prior  to  Fiscal  Year  1984,  10%  of  interest  incone  was  reinvested  in  trust 
principal . 

In  Fiscal  Year  1984  interest  earnings  and  their  distribution  were: 

1.  Adult  basic  education/vocational-technical   $  756,678 

2.  Public  school  equalization  5,107,578 

3.  Board  of  regents  1,702,526 

$7,566,782 

The  regents'  share  is  used  to  help  meet  the  cost  of  the  Western  Interstate 
Gcmmission  for  Higher  Education  (WICHE)  student  exchange  program,  which 
helps  Montana  students  obtain  professional  training  in  such  fields  as 
medicine,  dentistry,  and  veterinary  medicine,  which  are  not  available  in-state. 
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C.  Natural  Resources  Programs 

The  Department  of  Natural  Resources  and  Conservaticai  (EMC)  has  responsibility 
for  six  programs  supported  by  non-trust  coal  severance  tax  revenues.  Thei^ 
are: 

Program  Name  %  of  Coal  Tax 

Renewable  Energy  and  Conservation  Program  2.25 

Water  Developnent  Projects  .625 

Renewable  Itesource  Developnent  Grants  and  Loans  .46875 

Conservation  District  Grants  .25 

Rangeland  Improvement  Loan  Program  .09375 

Conservation  District  Water  Reservation  .0625 


The  Renewable  Energy  Program  was  established  to  reduce  the  state's  reliance 
on  fossil  fuels  through  increased  use  of  solar,  wind,  geothermal,  small- 
scale  hydro  and  bicnass  energy  alternatives.  In  1976,  EWRC  offered  its 
first  grants  to  Montanans  researching,  developing,  and  demonstrating  re- 
newable energy  alternatives.  To  date  more  than  250  projects,  available 
for  public  visitation,  have  been  financed,  in  whole  or  in  part,  through 
MslRC  grants.  Grants  for  energy  conservation  projects  were  authorized  by 
the  1983  legislature. 

To  encourage  the  private  sector  to  develop  sources  of  renewable  energy, 
the  legislature  established  a  loan  program  through  the  state's  financial 
institutions.  The  loan  program,  developed  by  DNRC,  was  designed  to  enconpass 
oanrmercial  ventures  and  projects  with  payback  or  income  generating  potential. 
Preference  is  given  to  those  activities  that  would  directly  result  in  the 
establishment  or  expansion  of  a  renewable  energy  business  in  Montana. 

MDSt  projects  funded  through  the  Renewable  Energy  and  Conservation  Program 
fall  within  the  progression  frcm  research  and  development  to  demonstration 
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and,  finally,  ccmnercialization.  The  grant  program  encompasses  projects 
in  the  earlier  stages  —  research,  development,  and  demonstration  —  v^ile 
tlio  loan  progrcffn  is  designed  for  projects  that  have  reached  the  corrmercial- 
ization  stage. 

DtM:  also  solicits  specific  projects  for  grants.  When  a  need  for  a  particular 
project  or  study  has  been  identified,  DNRC  outlines  project  goals  and  then 
sends  out  a  formal  Request  for  Proposal  that  invites  qualified  individuals 
and  organizations  to  bid  conpetitively  on  the  project. 

DNRC  would  like  to  see  more  research,  developnent,  and  demonstration  in 
vegetable  oil  seeds  and  other  diesel  fuel  substitutes,  wind-powered  water 
punps,  and  conservation  of  industrial  process  energy  applicable  to  Montana. 
The  department  is  also  encouraging  research  in  indirect  liquification  of 
biomass,  and  wood  utilization  projects  using  the  technologies  of  gasification 
and  snail  fluidized  bed  conbustion. 

EWRC  reviews  applications  for  technical  soundness,  feasibility,  and  environ- 
mental inpacts.  Successful  applicants  can  receive  up  to  90%  DNRC  funding, 
with  the  balance  of  the  loan  to  ccme  from  a  private  financial  institution, 
which  also  services  it  for  a  1  1/2%  fee.  Since  its  inception,  the  program 
has  resulted  in  the  creation  of  25  new  jobs.  Two  projects  currently  under 
construction  are  expected  to  ertploy  an  additional  11-13  people  in  the  next 
year.  These  jobs   are  spread  throughout  eight  b;asinesses  in  six  communities. 

CNRC  loan  interest  rates  to  borrowers  are  currently  8.5%  to  9%;  b^iik  rates 
average  14%  to  16%,  for  a  blended  rate  of  10%.  During  Fiscal  Year  1984,  DNRC 
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awarded  13  grants  totalling  $1,267,056.08,  and  closed  two  loans  totalling 
$164,370.  Two  more  loans  are  pending  —  one  for  $131,400  and  another  for 
$265,500.  Loan  activities  financed  included  renewable  energy  product  sales, 
installation,  and  service  (Poison) ;  development  and  installation  of  a  58  kVJ 
hydroelectric  system  (Livingston) ;  and  a  connercial  firewood  operation  which 
harvests  timber  and  logging  wastes  (Belgrade) . 

The  water  develcpnnent  bonding  program  already  has  been  discussed  at  length. 
In  addition,  however,  EXMRC  also  receives  .625%  of  the  coal  severance  tax  to 
itake  grants  to  government  or  private  entities  to  prc»Tiote  and  advance  the 
beneficial  use  of  Montana's  water.  Proposed  projects  may  be  for  feasibility 
work  or  construction,  and  may  deal  with  hydropower  development,  construction 
or  rehabilitation  of  irrigation  projects,  construction  of  dams  and  reservoixs, 
control  of  saline  seep,  development  of  water-based  recreation  facilitiess  and 
opportunities,  stabilization  of  streambanks  and  erosion  control,  development 
of  water  supply,  water  treatment,  or  rnral  water  systeirs,  and  development 
'of  water  conservation  measures.  In  Fiscal  Year  1984-85  DNRC  plans  to  make 
18  to  26  grants. 

Renewable  Resource  Developnent  grants  and  loans  are  "to  develop  renewable 
natural  resources  that  will  preserve  for  the  citizens  the  benefits  of  the 
state's  natural  heritage  and  to  ensure  tliat  the  quality  of  existing  public 
resources  such  as  land,  air,  water,  fish,  wildlife,  and  recreational 
opportunities  are  not  significantly  diminished  by  developments  .  .  .  . " 
Of  the  funds  available,  15%  are  to  be  used  for  timber  stand  improvement; 
40%  for  water  development  projects;  15%  for  improvements  on  agricultural 
lands;  10%  for  the  use  of  consen/ation  districts  for  developnent  of  water 
reservations;  and  20%  for  other  projects  considered  inportant  by  [»JRC. 
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Conservation  District  grants  are  made  available  to  local  districts  based  on 
financial  need  and  public  and  conservation  benefits.  Funds  can  be  used  for 
planning,  feasibility  studies,  or  construction,  but  must  result  in  applied 
iitproved  conservation  practices.  Projects  have  included  purchases  of  grass 
drills,  weed  control  efforts,  groiondwater  studies,  saline  seep  control, 
purchase  of  willow  sprouts  for  streambank  erosion  control,  and  so  forth. 

Rangeland  Inprovement  loans  are  available  for  a  variety  of  activities,  in- 
cluding stockwater  development  and  inprovements ,  cross  fencing,  establish- 
ment of  grazing  systems,  reseeding,  sagebrush  management  and  weed  control. 
Loans  are  limited  to  $20,000  each,  carry  7%  interest  charges,  and  most  be 
secured  by  real  estate  mortgages.  The  maximum  loan  term  is  10  years. 

The  1983  legislature  appropriated  $76,000  for  allocation  to  conservation 
districts  for  developing  their  water  reservations.  The  funds  may  be 
used  for  irtplementing  existing  reservations  or  developing  applications 
for  new  resejrvations. 


Other  Coal  Tax-Supported  Programs 

1.  County  land  planning  receives  .5%  of  coal  severance  tax 
revenues.  These  funds  are  administered  by  the  Department  of  Contnerce  and 
are  allocated  by  a  population/geographic  (40%/  60%)  fortnula  to  all  counties, 
with  no  county  receiving  less  than  $3000.  Through  projects  related  to  local 
land  use,  coimties  are  to  eitploy  the  funds  to  reduce  negative  inpacts  v^ere 
possible,  while  supporting  econcmic  grcwtli  in  local  conmunities .  Representative 
uses  have  included  a  sewage  collection  system  study,  solid  waste  study,  capital 
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inprovements  prograrnming,  rioral  addressing  and  road  analysis,  an  opinion 
survey  regarding  growth,  and  the  development  of  a  county  agricultural  lands 
policy. 

2.  Another  .5%  of  coal  tax  revenues  goes  to  the  state  library 
catmission  "for  the  purposes  of  providing  basic  libreiry  services  for  the 
residents  of  all  counties  through  library  federations  and  for  payrnent  of 

the  costs  of  participating  in  regional  and  national  networking."  This  alloca- 
tion is  the  only  statewide  commitnent  to  library  funding,  and  is  used  by 
recipients  for  staff,  inter-library  loan  and  other  services,  and  to  purchase 
books. 

3.  Five  percent  of  the  coal  tax  is  allocated  to  the  eanrarked 
revenue  fund  for  state  equalization  aid  to  public  schools,  which  is 
administered  by  the  Superintendent  of  Public  Instruction.  In  Fiscal  Year 
1985  the  5%  will  generate  approximately  $^^.86  million,  which  will  be  used 
to  si:pport  the  state  public  school  foundation  program.  School  districts 
use  these  funds  to  operate  and  maintain  education  programs. 

4.  The  rertHining  19%  of  collections  currently  goes  into  the 
general  fund,  where  its  separate  identity  is  lost  and  its  inpact  on  econcmic 
development  cannot  be  assessed. 


Future  Allocation  Formulas 

Coal  tax  revenues  will  be  distributed  differently  in  the  future  as  a  result 

of  action  taken  by  the  1983  legislature.  It  added  a  new  section  to  15-35-108 
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(disposal  of  severance  taxes)  which  reads: 


Starting  July  1,  1986,  and  ending  June  30, 
1987,  6%  of  coal  severance  tax  collections  are 
allocated  to  the  highway  reconstruction  trust  fund 
account  in  the  state  special  revenue  fvtnd.  Start- 
ing July  1,  1987,  and  ending  June  30,  1993,  12% 
of  coal  severance  tax  collections  are  allocated  to 
the  highway  reconstruction  trust  find  account  .  .  . 


If  no  further  changes  in  the  distribution  formula  are  made,  the  new  percentages 
available  for  existing  prograins  will  be  as  follows: 

Program  or  Account 

Permanent  Trust  Fund 

Highway  Reconstruction  Trust  Fund 

Parks  Acquisition  Trust 

Local  Impact 

Education  Trust  Fund 

Renewable  Energy  and  Conservation 

Water  Developrient 

Renewable  Resource  Development* 

Conservation  District  Grants 

County  Land  Planning 

State  Library 

Public  School  Equalization 

General  Fund 

*  Includes  rangeland  irtprovement  loan  program  and  conservation  district  water 
reservation  program 


Current 

7/1/86- 
6/30/87 

7/1/87- 
6/30/93 

50.000% 

50.000% 

50.000% 

0.000 

6.000 

12.000 

2.500 

2.200 

1.900 

8.750 

7.480 

6.460 

10.000 

8.800 

7.600 

2.250 

1.980 

1.710 

.625 

.550 

.475 

.625 

.550 

.475 

.250 

.220 

.190 

.500 

.440 

.380 

.500 

.440 

.380 

5.000 

4.400 

3.800 

19.000 

16.940 

14.630 
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